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Transcript o f  Federal Open Market Committee Meeting of 
September 23, 1986 

CHAIRMAN VOLCKER. We need to approve the minutes. Do I have 

a motion to approve? 


Cross. 


MS. SEGER. 1’11 move it. 


VICE CHAIRMAN CORRIGAN. I’ll second it. 


CHAIRMAN VOLCKER. Without objection. Now we’ll turn to Mr. 


MR. CROSS. [Statement--seeAppendix.] 


CHAIRMAN VOLCKER. The lesson is that we have too much 

official discussion. 


MR. CROSS. I don’t disagree with that. 


CHAIRMAN VOLCKER. Mr. Morris. 


MR. MORRIS. I was told by a knowledgeable source that the 
reason the dollar did not go down when we cut the discount rate was 
that the long rate did not go down with it and that the exchange rate 
is more sensitive to l o n g  rates than to short rates. Is that a 
plausible explanation to you? 

MR. CROSS. I would think that certainly it’s a factor. I 
wouldn’t give it total weight but. obviously, much of the effect on 
the dollar is in the investment instrument and there’s certainly a lot 
of attention paid to the long-term rates. And it’s well known by
everybody in the market that those long-term rates have not been 
declining with our discount rate cut. S o ,  I think it is certainly a 
factor. 

MR. MORRIS. It does raise questions about our ability to 

influence the exchange rate at this particular juncture. 


CHAIRMAN VOLCKER. If the long-term rate goes up because of 

concern about inflation. I wouldn’t think it would help the exchange 

rate. 


MR. MORRIS. You wouldn’t think so. On the surface we seem 

to have a perverse reaction. The domestic market is saying this is 

inflationary and the international markets have a different view. But 

this is the only concept that I’ve heard that has tied the two 

together. I don’t know. 


MR. TRUMAN. President Morris, research done by people here 

does suggests that in econometric terms you get more of an explanation

of the dollar’s movement from real long-rate differentials, as the 

Chairman commented, than short rates. But they don’t explain very

much of the total. So, although by themselves they seem to provide 

more [of the explanation] over the longer term than [do short rates],

it’s not decisive. It is one of the factors, but presumably not the 

only one. 
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MR. WALLICH. But isn’t the long-term prospect more durable 

than the short-term prospect? I’m speaking now of half a year or two 

years? 


MR. TRUMAN. You get more of that, Governor Wallich. That’s 
presumably what you’re trying to pick up with the so-called 
econometric exercises. But I don’t think they are very useful in 
explaining wiggles from discount rate changes. You need other things. 

MS. HORN. So much of the public discussion about the 

exchange rate seems to center on the mark and the yen and yet we focus 

from time to time on how little the dollar has moved with respect to 

other important currencies--thoseof Korea, Taiwan, Hong Kong, and so 

forth. Is there any effort. nonpublic effort, being made with these 

governments? 


MR. CROSS. Well, there’s certainly an effort being made by

the Treasury and others to talk to the Taiwanese and Koreans on some 

of these trade issues and other matters. Of course, it cuts both 

ways. The Taiwanese currency, for example, went up with the dollar 

and back down with the dollar. So it hasn’t affected the present

exchange rate very much either way. If you draw charts including more 

of these [other countries] you’d have a higher movement in the charts 

than we typically see when we focus on industrial countries. But the 

pattern is quite similar. 


MR. TRUMAN. President Horn, there is a proposal by the 

Taiwanese to apply U.S. trade legislation in reverse. For countries 

with which they had big trade surpluses they would cut the tariffs on 

imports rather than seek a depreciation or appreciation of the 

currency. That has not had any effect: it’s one manifestation of this 

kind of pressure. 


MR. CROSS. There’s certainly a lot of discussion underway

with them to try to do something. 


CHAIRMAN VOLCKER. Taiwan strikes me as rather a special 

case. They have an enormous surplus, enormous reserves. Their big

surpluses, fortunately anyway, are with the Germans and Japanese. 


MR. CROSS. Taiwan has the biggest surplus of any of these. 


CHAIRMAN VOLCKER. Current account surplus 


MR. CROSS. By a long shot. And they also have very, very

high reserves. Korea is different. 


MR. TRUMAN. We don’t regard Taiwan as a country

[unintelligible] this large surplus, [unintelligible]. 


CHAIRMAN VOLCKER. We ought to make it a 51st state if that 

would help! 


MS. SEGER. Did I hear you right that the Germans were on 

both sides of the market within a fairly short period? Are they

trying to target the dollar-mark relationship? 
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MR. CROSS.  I ’ m  n o t  s u r e  I would r e a d  a l l  t h a t  i n t o  i t .  They
have n o t  i n t e r v e n e d  on t h e  low s i d e .  They d i d  i n t e r v e n e  when t h e  
d o l l a r  r o s e  t o  2 . 1 0 :  it d i d  jump up v e r y  sudden ly  and t h a t  occu r red  a t  
a t i m e  when we were c l o s e d - - a t  5 : O O  o r  s o  i n  t h e  morning h e r e - - a n d  
t h e y  undoubtedly  f e l t  t h a t  t h e y  were t a k i n g  a h e l p f u l  s t e p  a t  t h a t  
p o i n t .  A l o t  of t h e  p r e s s u r e  on t h e  o t h e r  s i d e  h a s  come from t h e  
o t h e r  Europeans who f e e l  s t ress  and s t r a i n  r e s u l t i n g  from t h e  s t r o n g  
D M .  A s  t h e  d o l l a r  i s  weakening a g a i n s t  t h e  DM, t h e  DM i s  t e n d i n g  t o  
s t r e n g t h e n  a g a i n s t  a l l  c u r r e n c i e s ,  p a r t i c u l a r l y  t h e  EMS c u r r e n c i e s .  
And, a s  I s a i d ,  t h e y  s o l d  $ 4 - 1 / 2  b i l l i o n  wor th  of DM l a s t  week and 
t h a t  b e g i n s  t o  h u r t  them. S o ,  t h e y  a r e  t h e  ones who have been 
p r e s s i n g ,  I s u s p e c t ,  f o r  t h e s e  u n d e r s t a n d i n g s  on t h e  j o i n t
i n t e r v e n t i o n - - t h a t  e f f o r t s  shou ld  be made i n  o r d e r  t o  p r e v e n t  a 
f u r t h e r  s l i d i n g  of t h e  d o l l a r ,  n o t  t h a t  we shou ld  l e t  g o .  A t  l e a s t  
t h a t ’ s  t h e  way I i n t e r p r e t  i t .  

CHAIRMAN VOLCKER. They g e t  a l o t  o f  p r e s s u r e  w i t h i n  Europe
when t h e  Germans d o n ’ t  reduce  t h e i r  i n t e r e s t  r a t e s :  t h a t  i s  one way of 
r e a d i n g  i t .  Nobody wants  a r e v a l u a t i o n  w i t h i n  Europe s o  t h e y  were 
d r i v e n  t o  t h i s  i n t e r v e n t i o n  i d e a  a s  a method of r e l i e v i n g  p r e s s u r e
w i t h i n  Europe a g a i n s t  t h e  g e n e r a l  background of concern  abou t  t h e  
d o l l a r .  But t h a t ’ s  n o t  what l e d  t o  t h a t  p a r t i c u l a r  d e c i s i o n .  

MR. J O H N S O N .  Is t h e r e  any n o t i o n  o f  what t h e  Germans w i l l  do 
w i t h  a l l  t h e s e  marks t h a t  a r e  b e i n g  s o l d ?  W i l l  t h e y  j u s t  l e t  them 
s t a y  o u t  t h e r e ?  I t  would be fundamenta l  t o  t h e i r  monetary p o l i c y .  

MR. CROSS. These a r e  b a s i c a l l y  coming o u t  a s  marks t h a t  a r e  
i n  Euromark h o l d i n g s .  They have n o t  a l lowed the  Europeans t o  b u i l d  up
marks w i t h i n  t h e  Bundesbank. 

CHAIRMAN VOLCKER. B e t t e r  g e t  some-

MR. GUFFEY. Does t h a t  mean i t ’ s  n o t  i n f l a t i o n a r y  t h e  way
t h e y ’ r e  d o i n g  it? 

CHAIRMAN VOLCKER. I n d i r e c t l y  

MR. TRUMAN. Yes,  i n d i r e c t l y .  

MR. CROSS.  I t  h a s  no  [ d i r e c t ]  e f f e c t .  

MR. TRUMAN. Monetary [ e f f e c t ] .  

CHAIRMAN VOLCKER. Somebody e l s e  i n  t h e  market  has  t o  hold 
them. 

MR. JOHNSON.  Yes,  somebody’s g o t  t o  be  h o l d i n g  them. 

MR. TRUMAN. Yes,  b u t  it d o e s n ’ t  have a n  e f f e c t  on bank 
r e s e r v e s  w i t h i n  Germany. 

MR. CROSS. T h a t ’ s  t h e  o n l y  p o i n t  I was t r y i n g  t o  make. 

MR. J O H N S O N .  But if somebody e l se  w i t h i n  t h e  European-

MR. CROSS.  I t  d o e s n ’ t  a f f e c t  t h e  Bundesbank. 
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MR. HELLER. But Sam, t h e  o t h e r  Europeans a r e  i n t e r v e n i n g  
main ly  i n  deutschemarks  and n o t  i n - -

MR. CROSS. Almost e n t i r e l y .  There  h a s  been v e r y  l i t t l e  
d o l l a r  i n t e r v e n t i o n  by t h e  o t h e r  Europeans .  The re  h a s  been a l i t t l e :  
t h e  Span i sh  have been p i c k i n g  up a f e w  d o l l a r s  a s  t h e y  p o s i t i o n
themse lves  f o r  e n t r y  t o  t h e  EMS o r  one t h i n g  o r  a n o t h e r .  But 
b a s i c a l l y  it h a s  been overwhelmingly DM i n t e r v e n t i o n  and n o t  d o l l a r  
i n t e r v e n t i o n .  

CHAIRMAN VOLCKER. A s  Sam ment ioned .  and I would j u s t  
emphasize.  t h e r e  h a s  been q u i t e  a p ickup i n  t h e  German economy a f t e r  a 
v e r y  s l u g g i s h  per formance .  Nobody knows how l o n g  it w i l l  l a s t .  But 
a t  t h e  moment t h e i r  domes t i c  demand i s  do ing  v e r y  w e l l .  T h a t .  
t o g e t h e r  w i t h  f a i r l y  r a p i d  monetary expans ion ,  i s  why any i d e a s  t h e y
had of  r educ ing  t h e i r  d i s c o u n t  r a t e  have been t u r n e d  o f f .  From t h e  
s t a n d p o i n t  o f  r e s u l t s ,  i f  what w e ’ r e  i n t e r e s t e d  i n  i s  growth i n  t h e  
German economy, t h e  most r e c e n t  performance h a s  been good: a l t h o u g h
i t ’ s  h a r d  t o  know i f  it w i l l  c a r r y  them, a t  t h e  moment it i s  good. 

MR. PARRY. Do we a n t i c i p a t e  t h a t  t h a t  growth w i l l  c o n t i n u e ?  
I n o t i c e d  t h a t  t h e  assumpt ion  about  growth f o r  t h e  OECD c o u n t r i e s  has  
a f a i r l y  s h a r p  f a l l - o f f  i n  t h e  second q u a r t e r .  

MR. TRUMAN. Wel l ,  i t ’ s  c e r t a i n l y  y e t  t o  be  known, b u t  w e  
a n t i c i p a t e  t h e  second q u a r t e r  w i l l  c o n t i n u e  a t  t h e  r a t e  t h e  Chairman 
h a s  expres sed  which ,  depending  upon which numbers you u s e ,  i s  e i t h e r  8 
o r  1 4  p e r c e n t  a t  a n  annua l  r a t e .  But on a v e r a g e ,  w e  d o n ’ t  see much 
d i f f e r e n c e  from t h e  t r e n d  t h a t  t h e y ’ v e  had o v e r  t h e  p a s t  c o u p l e  of 
y e a r s  o f  someth ing  under  3 p e r c e n t .  If  a n y t h i n g ,  w e  s e e  some t a i l i n g
o f f  a s  we g e t  i n t o  1 9 8 7 .  

CHAIRMAN VOLCKER. Mr. S t e r n l i g h t .  

MR. STERNLIGHT. Thank you. Mr. Chairman. [ S t a t e m e n t - - s e e
Appendix.  1 

CHAIRMAN VOLCKER. No q u e s t i o n s ?  

MS. SEGER. I have one :  Why was it t h a t  we d i d n ’ t  know u n t i l  
t h e  l a s t  day abou t  t h i s  t remendous a d d i t i o n a l  need f o r  r e q u i r e d
r e s e r v e s ?  

MR. STERNLIGHT. Well, under  t h e  sys tem of  contemporaneous 
r e s e r v e  a c c o u n t i n g  w e  depend on r e p o r t s  and r e v i s i o n s  d u r i n g  t h e  
r e s e r v e  main tenance  p e r i o d .  And sometimes we g e t  s i z a b l e  r e v i s i o n s .  
If t h e r e  i s  a r e v i s i o n  midway th rough  t h e  p e r i o d  we can  cope w i t h  t h a t  
f a i r l y  w e l l ,  b u t  we a r e  v u l n e r a b l e  t o  h e a r i n g  someth ing  a s  l a t e  as t he  
l a s t  day .  And we can  even g e t  a r e p o r t  a f t e r  t h e  p e r i o d  i s  o v e r  t h a t  
r e q u i r e m e n t s  were m a t e r i a l l y  d i f f e r e n t  from what we though t  t h e y  were 
on t h e  l a s t  day w e  had an o p p o r t u n i t y  t o  o p e r a t e .  I wou ldn’ t  s a y  t h a t  
a r e v i s i o n  of t h i s  s i z e  on t h e  l a s t  day i s  t y p i c a l  b u t  i t ’ s  n o t  
unheard of  t o  g e t  a p r e t t y  b i g  r e v i s i o n  v e r y  l a t e  i n  t h e  p e r i o d .  

MR. BLACK. But i t  has  t o  be i n  t h e  non M1-type d e p o s i t s
because  you a l r e a d y  know t h o s e  r e q u i r e d  r e s e r v e s .  
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FIR. STERNLIGHT. Well. I think we’re getting some changes 

even in the M1-type. 


MR. BLACK. But aren’t they based on deposits earlier in the 

period? 


KR. KOHN. The non-M1 reserves are based on earlier deposits.

right. The M1 reserves, of course, are based on contemporaneous

deposits and that’s where this large revision is. 


MR. BLACK. Yes. I said it backwards. I’m sorry. 


MR. STERNLIGHT. Only the M1-types of deposits-­


CHAIRMAN VOLCKER. If there are no other comments or 

questions on that, we will return to Mr. Sternlight and the topic we 

covered to some degree last month about operations in coupon issues. 

I’m sure we have all thought that through. I think what the issue 

comes down to is whether we do it reasonably routinely two or three 

times a year, the way we’ve been doing it, or whether we do it when we 

think there’s some purpose in doing it. 


MR. RICE. Why don’t we do both? Could we do it in both 

circumstances? 


CHAIRMAN VOLCKER. Yes. we can do it in both circumstances: 

we could do it routinely and also when there’s some purpose. 


MR. RICE. That’s the point. 


CHAIRMAN VOLCKER. Then we buy more longer-term securities. 


MR. RICE. Not necessarily. 


CHAIRMAN VOLCKER. It is. necessarily, if literally you go in 
that market routinely and also--

MR. RICE. You’d go in the market more frequently but you
wouldn’t necessarily buy more. 

MR. ANGELL. But that also might mean that you would sell at 

times when-­


CHAIRMAN VOLCKER. Well. this question of selling arose last 

time. I don’t know whether there’s anything more to be said on that. 

The observed practice is that we don’t sell. 


MR. ANGELL. It might have an announcement effect. 


CHAIRMAN VOLCKER. There’s no doubt about that. That’s why 

we don’t sell--becausewe expect an announcement effect. 


MR. BOEHNE. On this issue of liquidity, which is one of the 

main reasons for reducing the holdings of long-term securities: That 

table that Peter sent out shows that we have something like--this is 

not an exact number--$90billion in Treasury bills. 


MR. STERNLIGHT. Very close to $100 billion. 
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MR. BOEHNE. A l l  r i g h t ,  c l o s e  t o  $100 b i l l i o n .  T o t a l  

r e s e r v e s  i n  t h e  e n t i r e  System a r e  around $50 b i l l i o n ,  a r e n ’ t  t h e y ?  


MR. STERNLIGHT. R i g h t .  


MR. BOEHNE. A good chunk of t h a t  $50 b i l l i o n  would be  v a u l t  
c a s h .  s o  a c t u a l l y  t h e  d e p o s i t s  a t  F e d e r a l  Reserve  Banks would probably
be what - -$25  t o  $30 b i l l i o n ?  

MR. STERNLIGHT. Yes.  


MR. BOEHNE. O r  something l i k e  t h a t .  So  t h a t  means i n  terms 

of l i q u i d i t y  t h a t  we a l r e a d y  have i n  our  p o r t f o l i o  something l i k e  

t h r e e  t i m e s  t h e  amount o f  t o t a l  r e s e r v e s  on d e p o s i t  a t  F e d e r a l  Reserve 

Banks. Unless  I ’ m  m i s s i n g  something I d o n ’ t  s e e  a l i q u i d i t y  i s s u e  

h e r e .  


M R .  STERNLIGHT. I t h i n k  t h e  l i q u i d i t y  i s  ve ry  ample now. 

d o n ’ t  know if I ’ d  draw t h a t  [ conc lus ion ]  j u s t  from t h e  comparison t h a t  

you made, b u t  t h e r e  h a s  been ample l i q u i d i t y .  And it seems t o  m e  t h a t  

l i q u i d i t y  h a s  grown, even.  w i t h  t h e  p o l i c y  o f  r e c e n t  y e a r s .  But we 

have done a moderate  p r o p o r t i o n  o f  our  l o n g - t e r m  p r o v i s i o n  [of 

r e s e r v e s ]  w i t h  o c c a s i o n a l  pu rchas ing  of coupon i s s u e s .  


MR. GUFFEY. I f  two o r  t h r e e  l a r g e  banks g e t  i n t o  t r o u b l e  and 

we’re  p r o v i d i n g  r e s e r v e s  th rough  t h e  d i s c o u n t  window, though ,  t h e r e  

could  be a l i q u i d i t y  problem even w i t h  t h e s e  numbers. 


CHAIRMAN VOLCKER. Yes. I d o n ’ t  t h i n k  t h i s  [ u n i n t e l l i g i b l e ] .  

Now, w e  do have o t h e r  c o n s t r a i n t s  t h a n  t h a t  [ u n i n t e l l i g i b l e l .  We l end  

d o l l a r s  t o - - 


MR. STERNLIGHT. Twelve. 


CHAIRMAN VOLCKER. Twelve. 


MR. J O H N S O N .  I f  we run i n t o  a $ 9 0  b i l l i o n  problem w e  might 

a s  w e l l  t u r n  i n  our  badge.  


MR. BOEHNE. We may no t  be r o u t i n e l y  mopping up r e s e r v e s .  


CHAIRMAN VOLCKER. We can  t u r n  i n  t h e  badge b u t  s t i l l  hand le  

t h e  problem. 


MR. BLACK. I t  does  s u g g e s t ,  t hough ,  t h a t  i f  we g e t  a chance 

we ought  t o  g e t  r i d  of t h a t  c o l l a t e r a l  requi rement  on n o t e s  j u s t  i n  

c a s e .  


CHAIRMAN VOLCKER. That I t h i n k  we can do .  But I t h i n k  it i s  

r i g h t  t o  s a y  t h a t  one i s s u e  i s  t h e  l i q u i d i t y  c r i s i s  and t h e  o t h e r  i s  

whether  w e  see any purpose  i n  buying  coupons.  


MS. HORN. I guess  my view on  t h i s  i s  t h a t  t h e  f o l k s  i n  t h e  

Treasu ry  Department ought t o  be i n  t h e  d e b t  management b u s i n e s s  and 

t h a t  some s o r t  of n e u t r a l  s t a n d  by t h e  F e d e r a l  Reserve  i s  an 

a p p r o p r i a t e  one .  Having s a i d  t h a t ,  I t h i n k  you cou ld  d e f i n e  p o l i c y  a s  

n e u t r a l  if e i t h e r  w e  pursued a b i l l s  on ly  approach o r  if we r o u t i n e l y  

went i n  f o r  preannounced,  p r e a g r e e d ,  pu rchases  i n  t h e  l o n g - t e r m  a r e a .  


I 
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And s i n c e  b o t h  l o n g - t e r m  and s h o r t - t e r m  [ s e c u r i t i e s ]  count  a s  

c o l l a t e r a l  t h a t  d o e s n ’ t  h e l p  make t h e  d e c i s i o n  e i t h e r .  But t h o s e  a r e  

t h e  two p o l i c i e s  t h a t  I can  d e f i n e  a s  n e u t r a l ,  i f  you w i l l .  


MR. J O H N S O N .  If w e  cou ld  g e t  t h e  Treasu ry  t o  s t o p  e x t e n d i n g  

t h e  t e r m  s t r u c t u r e  o f  t h e  d e b t ,  it seems t h a t  a n e u t r a l  p o l i c y  would 

be t o  buy whatever  t h e y  i s s u e  i n  t h e  same p r o p o r t i o n .  But t h e y  keep 

e x t e n d i n g  t h e  number o f  l o n g  bonds w i t h o u t  a r e a l  r a t i o n a l e  t h a t  I can  

t e l l .  


CHAIRMAN VOLCKER. You f i n d  a p o r t f o l i o  d i s t r i b u t i o n  you l i k e  

and t h e  Treasu ry  i s  m a i n t a i n i n g  a d i s t r i b u t i o n  t h a t  it l i k e s .  I have 

no doubt  of  t h e  volume t h i s  cou ld  i n v o l v e  shou ld  it neve r  i n v o l v e  

buy ing ,  j u s t  r o l l i n g  ove r  what w e  have .  


MR. JOHNSON. Yes,  I guess  t h a t ’ s  r i g h t .  


CHAIRMAN VOLCKER. I [ u n i n t e l l i g i b l e ]  t h i s  w i t h  i t .  We might  

buy i n  p r o p o r t i o n  t o  what t h e i r - - 


MR. J O H N S O N .  I n  p r o p o r t i o n  t o  what t h e i r  needs  were ,  which 
would mean we  would be i n  t h e  market  on a r e g u l a r  b a s i s  b u t  f o r  s m a l l  
amounts . 

MR. R I C E .  I t  seems t o  m e  t h a t  i t ’ s  a p o t e n t i a l l y  u s e f u l  t o o l  

t h a t  we might  n o t  want t o  g i v e  up .  


CHAIRMAN VOLCKER. I ’ m  n o t  t a l k i n g  about  g i v i n g  i t  u p :  I ’ m  

t a l k i n g  a b o u t - - 


MR. R I C E .  You g i v e  i t  up i f  you d o n ’ t  u s e  it e v e r y  once i n  a 

w h i l e .  


CHAIRMAN VOLCKER. W e l l .  t h a t ’ s  t h e  q u e s t i o n .  T h a t ’ s  what 

t h e  i s s u e  comes down t o .  


MR. R I C E .  I can imagine t i m e s - - n o t  o f t en - -when  t h e r e  might 

be a s h o r t a g e  of b i l l s  and we d o n ’ t  want t o  i n c r e a s e  t h a t  s h o r t a g e  of 

b i l l s  i n  t h e  marke t  and t h e r e  may be some l o n g - t e r m  s e c u r i t i e s  

a v a i l a b l e .  


CHAIRMAN VOLCKER. I have no o b j e c t i o n  t o  buying  l o n g - t e r m  

s e c u r i t i e s  when t h e r e ’ s  a good r eason  f o r  buying  them. My q u e s t i o n  i s  

whether  any p a r t i c u l a r  purpose  i s  s e r v e d  when t h e r e ’ s  no r e a s o n  t o  buy

them. I t h i n k  you want t o  a r g u e  t h a t  t h i s  [ r o u t i n e  buying]  keeps  t h e  

machinery o i l e d  o r  someth ing .  T h a t ’ s  t h e  argument .  


V I C E  CHAIRMAN CORRIGAN. A c o r o l l a r y  argument t o  t h a t  i s  t h a t  

if you comple t e ly  s t o p  do ing  it e x c e p t  i n  e x t r a o r d i n a r y  c i r c u m s t a n c e s ,  

t h a t  t o o  i n v o l v e s  an announcement e f f e c t .  A t  some p o i n t  y o u ’ r e  going  

t o  have t o  answer t h e  q u e s t i o n :  Why a r e n ’ t  you buying  l o n g - t e r m 

s e c u r i t i e s  anymore? 


CHAIRMAN VOLCKER. I have no t r o u b l e  answer ing  t h a t  q u e s t i o n  

a s  t o  why we’ re  n o t  buy ing .  If we wanted t o  adop t  t h a t  p o l i c y  we 

would s a y  we’re n o t  buying  them anymore excep t  when some purpose  i s  

s e r v e d  i n  buy ing  them. 
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MR. MORRIS. I think the idea that we control a long-term

position by not rolling over completely all of the maturing issues-­


CHAIRMAN VOLCKER. Certainly, that helps you. 


MR. MORRIS. Is that something that xhe Treasury would be 

upset about? 


MR. STERNLIGHT. They would not be bothered by our leaning 

more toward the short-term option. 


CHAIRMAN VOLCKER. I would do that if we’re going to continue 
buying. I would go very short and pretty soon. 

MR. RICE. Would buying smaller amounts have an announcement 

effect? 


CHAIRMAN VOLCKER. Well, we’d [unintelligible] if we buy

small amounts now. and even if we can, if we’re going to do it at all. 

That is my impression. 


MR. STERNLIGHT. I wouldn’t see any significant announcement 

effect from leaning toward the shorter options. I don’t think 

[unintelligible]. 


SPEAKER(?). No, no. From buying smaller amounts? 


CHAIRMAN VOLCKER. No, I don’t mean that. From buying

smaller amounts in the market when we buy. 


MR. STERNLIGHT. I don’t know how much “smaller” would be-­ 


CHAIRMAN VOLCKER. We don’t buy. 


MR. RICE. What’s the average amount? 


MR. STERNLIGHT. In typical trips to the market recently it 
has been something like $1 billion or $1-1/2 billion, in that kind of 
range. We only did $ 4  or $5 billion [unintelligible]. We could 
certainly buy a couple of billion. 

MR. RICE. You could certainly buy a couple of hundred 

million. 


CHAIRMAN VOLCKER. You can buy it if you [unintelligible].

Even $1 or $1-112 billion isn’t very much: it’s pretty trivial 

considering the volumes in the Treasury market. 


MR. MORRIS. But you could generate that leeway very easily

by just failing to roll over part of our holdings. 


CHAIRMAN VOLCKER. No doubt you can protect the liquidity

position by going shorter on the rollovers. 


MR. MORRIS. If the Treasury doesn’t object. it seems to me 

that would be the answer. You could have your cake and eat it too. 
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CHAIRMAN VOLCKER. Well. there’s no question you could do 

that. That is kind of in between. It just leaves the question--.

It’s not like it’s [unintelligible] every time we buy a coupon issue. 

I personally wonder why we’re doing it. There is no other reason. 

The answer I get is: to keep the machinery oiled. I don’t know what 

that means. 


MR. RICE. To keep people from being surprised. 


CHAIRMAN VOLCKER. If you have a purpose, you want to 

surprise. 


MR. ANGELL. It seems to me that if we do not want to sell,

and that presumably is the consensus, we ought not to buy as long-term 

as we’ve been buying. That would maintain more liquidity. If you can 

never sell then there is merit in shortening the maturities that you

do buy. 


MR. MORRIS. But presumably we learn something about the 

functioning of the long-term market by seeing a response to our 

operations. I assume that’s where Peter-­


CHAIRMAN VOLCKER. That, I think. is one argument. 


MR. MORRIS. It’s not a matter of oiling the machinery: it’s 

really having a test that we participate in to see how the machinery

is working. 


SPEAKER(?) But in general the Treasury market is very broad 

and very deep. If you just keep-­ 


CHAIRMAN VOLCKER. I don’t want to prolong this discussion or 

add to it. Ordinarily. it’s working just fine. There’s a lot bigger

volume going through the market every day than what we’re doing. We 

might want to know how it’s working at some point of strain or 

whatever. Then I have no problem. I have no compunction about buying

long-term securities when there’s a purpose here. 


MR. JOHNSON. Have we bought coupons for a purpose at times? 


CHAIRMAN VOLCKER. Not for a long time. Historically. yes,

but not recently. 


MR. STERNLIGHT. I might point out that sometimes in those 

periods o f  strain, we feel constraints--thatwe should not get in the 

market because we don’t want to be seen as interfering with the 

market’s own adjustment process. 


VICE CHAIRMAN CORRIGAN. That’s the concern that I have: If 

you withdraw from the market completely. do you create a situation 

where you’re so inhibited about going into the market that in 

precisely the circumstance that you might want to go in you are just

scared to death to do so because the announcement effect would be 

bigger then? I don’t know. 


CHAIRMAN VOLCKER. Well, I will give you an example.

Ordinarily, if we had a strong reason for going in. the announcement 

effect might be welcomed. If we really thought the market was in a 
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panic, say, and we wanted to show some support in the market, we would 

want an announcement effect. An announcement effect would have been 

more important in July. But taking the last few weeks, I don’t know 

whether we had any particular reserve need which was suitable-. 


MR. JOHNSON. I think we did. 


CHAIRMAN VOLCKER. But we might have argued we were going to 

buy anyway and with the long-term rates backing up and the new rate 

[unintelligible] it might have been quite reasonable to have bought

long-term securities. Now, would we have been better off or worse off 

if we had decided in the last few weeks to do that against the 

background of a reserve need when we had no purpose--just a matter of 

having been in there and only been in for periods of that sort. 

That’s an arguable point. 


VICE CHAIRMAN CORRIGAN. Just to take your example and make 

it a little more pointed: My personal instinct is that if that very

touchy interval a week ago, last Thursday-Friday, also had been one of 

those intervals when the market in the normal course might have 

expected us to be doing something, I think it would have been easier 

to do something. 


CHAIRMAN VOLCKER. That’s what I’m saying: you could get in 

between cases of that sort. But we’re s o  constrained now, we could 
[only] do it when we’re supplying reserves permanently. Anyway, the 
chances of that arising coincident with a period of that sort are 
remote. 

VICE CHAIRMAN CORRIGAN. I don’t think they are that remote 

at all. 


CHAIRMAN VOLCKER. Well, does anybody else want to express a 

view on this subject? If not, the issue having been raised we’d 

better arrive at some conclusion. One option is merely to do more or 

less what we have been doing, which doesn’t exclude, obviously, doing 

it on special occasions and [leaning toward1 the shorter [maturities]

in refundings. The other option would be to [cut back3 in our already 

pretty limited operation of being willing to do it--Idon’t hear 

anybody saying we never should do it or even that we should be all 

that reluctant if there is a need or some positive rationale--but 

confine ourselves as to when there is some positive rationale other 

than that we haven’t done it for six months. These are the two 

choices. Who prefers option one, continuing fairly routine [purchases

of coupons]? Most people prefer that so we’ll continue that fairly

routine-. 


MR. JOHNSON. But we will go short on the refunds 

[unintelligible]? At what pace are we going to roll them over? 


MR. ANGELL. That’s not [unintelligible] three years. 


MR. JOHNSON. We could thin out the market [unintelligible],

depending on the pace that we-­ 


CHAIRMAN VOLCKER. I don’t think it makes much difference in 

the market because now they have allocated these securities especially 

to us anyway and we can-- 
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MR. STERNLIGHT. Y e s ,  t h a t ’ s  [ u n i n t e l l i g i b l e ]  i n  t h e  marke t .  


CHAIRMAN VOLCKER. We can  j u s t  go t o  s h o r t e n i n g ,  which 

d o e s n ’ t  a f f e c t  t h e  market  a t  a l l .  


MR. JOHNSON. Okay. 


MR. STERNLIGHT. A s  t o  how s h o r t  we would b e ,  I d o n ’ t  know. 

On t h i s  l a s t  q u a r t e r l y  r o l l o v e r  when t h e  T r e a s u r y  was o f f e r i n g  roughly 

e q u a l  amounts of 3 - y e a r ,  1 0 - y e a r ,  and 3 0 - y e a r  i s s u e s ,  we d i d  abour: 213 

i n  t h e  s h o r t  o p t i o n  and c o r r e s p o n d i n g l y  s m a l l  amounts i n  t h e  two 

l o n g e r  o p t i o n s .  I t h i n k  l e a v i n g  t h o s e  l o n g e r  o p t i o n s  s t i l l  s m a l l e r  

b u t  keeping  some minimal  c o n t a c t  w i t h  t h e - 


CHAIRMAN VOLCKER. [Why do you] s a y  y o u ’ r e  keep ing  c o n t a c t  

w i t h  [ t h e  marke t ]  i f  y o u ’ r e  buying  them d i r e c t l y  from t h e  T r e a s u r y  and 

neve r  s e l l i n g  them? 


MR. ANGELL. Yes,  I d o n ’ t  t h i n k  t h e y  a r e  b e i n g  s o l d .  I d o n ’ t  

t h i n k  t h e r e ’ s  any r e a s o n  t o  be  i n  t h e  1 0 - and 3 0 - y e a r  i s s u e s  i f  y o u ’ r e  

n o t  go ing  t o  be  a b l e  t o  s e l l .  


MR. STERNLIGHT. Wel l ,  hav ing  some s m a l l  h o l d i n g  of them can  

be  u s e f u l  i n  o u r  l e n d i n g  s e c u r i t i e s  program. I wouldn’ t  make a whole 

l o t  of  t h a t ,  b u t  a f t e r  Drysda le  it was u s e f u l  t o  have s e c u r i t i e s  t h a t  

w e  cou ld  l e n d  j u s t  t o  h e l p  s o r t  o u t  d e l i v e r y  problems i n  t h e  m a r k e t s .  


MR. HELLER. Where do you p l a n  t o  b e ,  rough ly .  if you t a l k  

abou t  t h e  p e r c e n t a g e  of t o t a l  p o r t f o l i o ?  Now we have 48 p e r c e n t . 

which i s  abou t  a r e c o r d  h i g h .  Two o r  t h r e e  y e a r s  from now where do 

you t h i n k  w e ’ l l  be?  


MR. STERNLIGHT. I t h i n k  t h e  p r o p o r t i o n  of  b i l l s  w i l l  

c o n t i n u e  t o  c r e e p  up. 


MR. HELLER. To 5 5 ,  60 p e r c e n t ?  


M R .  STERNLIGHT. I t h i n k  it w i l l  c o n t i n u e  t o  c r e e p  u p , 

c o n t i n u i n g  what we a r e  d o i n g .  


CHAIRMAN VOLCKER. I n  b i l l s .  Coupons would presumably g e t 

s h o r t e r ?  


MR. STERNLIGHT. Yes,  t h e  coupon h o l d i n g s  would t e n d  t o  

s h o r t e n  on t h i s  r o l l o v e r - - 


MR. HELLER. So y o u ’ r e  t a k i n g  about  e v e r y  two y e a r s  o r  so  
a n o t h e r  5 p e r c e n t a g e  p o i n t s  up t h e r e .  I s  t h a t  rough ly  t h e  r e s u l t  of  

CHAIRMAN VOLCKER. I t  depends upon whether  t h e  money supp ly 

c o n t i n u e s  t o  expand a t  t h e  r a t e  of r e c e n t  y e a r s .  The m a r g i n a l 

i n c r e a s e  w i l l  r i s e  w i t h  more b i l l s ,  b u t  a s  he  s a i d - - 


MR. HELLER. Is  it by a l a r g e  r i s e  o r - ­ 


CHAIRMAN VOLCKER. I t  depends upon-- 
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MR. HELLER. It depends on the rollover, the runoff of the 

coupons. 


CHAIRMAN VOLCKER. No, because they’ll be rolled over into 

coupons. 


MR. HELLER. They’re going to the short end. 


CHAIRMAN VOLCKER. Short coupons, but they’ll still be in 

coupons. 


MR. GUFFEY. Traditionally, or within the last few years,

we*ve done a couple of bill purchases in providing longer-term 

reserves and the market expects that. 


MR. STERNLIGHT. [You mean] a couple of coupon purchases. 


MR. GUFFEY. Yes, coupon purchases. Does this in any way

alter that policy? Would we not do a coupon pass if-- 


MR. STERNLIGHT. I understood the consensus to be to continue 

what we’ve been doing. 


CHAIRMAN VOLCKER. The consensus was to continue to do it in 

small amounts. 


MR. GUFFEY. And you’d just shorten it up by not taking as 

much on new issues then? 


MR. STERNLIGHT. By not taking as much of the long options 


MR. GUFFEY. Yes, on new issues 


MR. STERNLIGHT. Right. 


MR. KICHLINE. [Statement--seeAppendix.] 


CHAIRMAN VOLCKER. Mr. Parry. 


MR. PARRY. The inventory pattern that you have for the third 

and fourth quarters I know is related to autos, but what indication do 

you have that that disinvestment in the third quarter is likely to 

come about--particularly in light of the numbers that we have for 

inventories in July? 


MR. KICHLINE. What we have in terms o f  nonfarm inventories 

in the third quarter is a runoff of nearly $12 billion, annual rate,

in constant dollar terms. We have nonfarm inventories excluding autos 

rising about $9 billion. So the story is really very much an auto 

story, with a decline in auto stocks of about $21 billion in real 

terms in the third quarter. The numbers in the report in July were a 

little curious in the auto sector. They run counter to this and, as 

far as we know. the folks at BEA have other information they use in 

putting the numbers together. As you know, inventories are a wild 

card in all of this and I don’t have any particular faith in a given

number. But we do know what’s happening to measures of auto stocks. 

And I would say that we have this forecast of a $21 billion runoff and 

an increase o f  $12 billion in the next quarter within a few billion. 
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I t h i n k  i t ’ s  s a f e  t o  s a y  a u t o s  a r e  l a r g e l y  d r i v i n g  t h a t .  O u t s i d e  of 

a u t o s  we have s m a l l  i n c r e a s e s .  


MR. PARRY. The o t h e r  i s s u e  i s  on n e t  e x p o r t s .  You have 

roughly  a $ 1 7  b i l l i o n  growth i n  t h e  second h a l f  coming from n e t  

e x p o r t s .  Going t o  t h e  J u l y  d a t a  a g a i n ,  t h e  f a c t  t h a t  you g e t  an 

improvement of rough ly  $7  b i l l i o n  i n  t h e  t h i r d  q u a r t e r  l o o k s  a l i t t l e  

s u s p e c t  a t  t h i s  p o i n t .  


MR. K I C H L I N E .  I have a c o l l e a g u e  who h a s  answered many of 

t h e s e  q u e s t i o n s .  


MR. TRUMAN. I a g r e e  t h a t  t h e  J u l y  d a t a  were d i s t u r b i n g .  I n  

f a c t ,  a s  f a r  a s  t h e  t r a d e  b a l a n c e  i t s e l f ,  t h e  t r a d e  d e f i c i t  i n  t h e  

t h i r d  q u a r t e r  would be  l a r g e r  t h a n  i n  t h e  second q u a r t e r ,  which was 

e s s e n t i a l l y  unchanged from t h e  f i r s t .  I n  t e r m s  o f  GNP a c c o u n t s ,  

however.  two t h i n g s  a r e  o p e r a t i n g .  One i s  t h e  d e f l a t i o n :  p r i c e s  a r e  

r i s i n g  f o r  i m p o r t s  and i n  some s e n s e  t h a t ’ s  t a k i n g  back .  s o  q u a n t i t i e s  

a r e  n o t  r i s i n g  a s  r a p i d l y .  On t h e  o t h e r  hand ,  when y o u ’ r e  go ing 

t h r o u g h  t h e  t r a d e  numbers t o  t h e  GNP a c c o u n t s .  t h e r e ’ s  about  $3  

b i l l i o n  a t  a n  a n n u a l  r a t e  t h a t ’ s  accounted  f o r  by g o l d .  Gold comes 

o u t  of t r a d e ,  b o t h  i m p o r t s  and e x p o r t s ,  when it goes i n t o  GNP 

a c c o u n t s .  The n e g a t i v e  swing i s  because  of  wha t ’ s  been go ing  on i n  

gold  t r a d e  go ing  from second q u a r t e r  t o  t h i r d  q u a r t e r :  t h a t  swing 

i s n ’ t  r e f l e c t e d  a t  a l l  i n  t h e  GNP a c c o u n t s .  So  I t h i n k  i t ’ s  f a i r  t o  

s a y  t h a t  w h i l e  we d o n ’ t  know what t h e  r e v i s e d  f i g u r e s  w i l l  be when 

t h e y  come o u t  a t  t h e  end o f  t h i s  month t h e y  cou ld  w e l l  show worse 

numbers f o r  J u l y  t h a n  t h e  p r e l i m i n a r y  e s t i m a t e s .  Our s e n s e  i s  t h a t  

t h o s e  a r e  odd numbers and w e  a r e  assuming t h e y  w i l l  be o f f s e t  i n  p a r t  

by August and September i n  t h e  t r a d e  b a l a n c e .  


MR. PARRY. I g e t  t h e  i m p r e s s i o n  t h a t  your  l e v e l  of 

c o n f i d e n c e  i s  n o t  t h e  h i g h e s t  on t h a t  one .  


MR. TRUMAN. I t h i n k  J i m  summarized o u r  s e n s e  of a l a c k  o f  

c o n f i r m i n g  e v i d e n c e .  


MR. PARRY. Okay. 


MR. TRUMAN. On t h e  o t h e r  hand.  t o  t h e  e x t e n t  t h a t  o t h e r  

a s p e c t s  of t h e  f o r e c a s t  a r e  b e g i n n i n g  t o  f a l l  i n t o  p l a c e  w e  had hoped

t h a t  t h i s  o n e ,  t o o ,  would t u r n - - 


MR. PARRY. The improvement i n .  l e t ’ s  s a y ,  t h e  p e r i o d  from 

t h e  f o u r t h  q u a r t e r  of ’ 8 6  t o  t h e  f o u r t h  q u a r t e r  o f  ’ 8 7  c e r t a i n l y  l o o k s  

r e a s o n a b l e :  i t ’ s  t h a t  p a t t e r n  i n  t h e  l a s t  h a l f .  


MS. HORN. S t a y i n g  on t h e  t r a d e  number f o r  j u s t  a moment: If 

f o r  some reason  t h a t  p r o j e c t e d  t r a d e  number d i d n ’ t  come t o  p a s s ,  t h e r e  

might  b e  i m p l i c a t i o n s  f o r  t h e  i n f l a t i o n  number. If  you g e t  more 

s t i m u l u s  from t h e  d e f i c i t  t h a n  y o u ’ r e  p r o j e c t i n g  and less from t h e  

t r a d e  a c c o u n t s ,  t h e n  t h a t  might  cause  you t o  r e v i s e  your  i n f l a t i o n  

number. I n f l a t i o n  would b e  worse t h e n .  


MR. K I C H L I N E .  Yes, t o  some e x t e n t  our  view i s  t h a t  some of  

t h e  i n f l a t i o n  coming from t h e  d o l l a r  i s  a m a t t e r  o f  t i m i n g .  We’ve 

been s e e i n g  t h o s e  p r i c e  i n c r e a s e s  and i t ’ s  a q u e s t i o n  o f  how t h e y  f e e d  

t h r o u g h .  Obvious ly .  w e  have weaker domes t i c  m a r k e t s .  Out o f  t h e  
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forecast of 3 percent real growth next year, a little over a third of 
that comes from net exports. So if you took away those exports the 
direct effect is rather large: and you can clearly have indirect 
effects, feedback effects. in domestic income. So,  if you were to 
assume no improvement whatsoever, I think you’re talking about a 
pretty sick domestic economy unless we have other things wrong. 

MR. PARRY. Yes, it’s other things equal. 


MR. BLACK. Jim, do you have a GPI figure for all items other 

than food and energy? 


MR. KICHLINE. It’s up 3/10ths. 


MR. BLACK. 3110th~. Thanks. 


MR. FORRESTAL. Jim, can I ask about the unemployment

numbers? I would have thought that the unemployment numbers would be 

a bit lower than they are in your forecast for those two quarters.

Are those [unintelligible]? Or are the numbers about right, do you

think? 


MR. KICHLINE. Well, I don’t think I’d make big changes. We 

have a number for August of 6.8 percent and an average of 6.9 percent

in the third quarter. If anything, I might change it a tenth, clearly 

on the downside. I think that’s what you’re asking. 


MR. FORRESTAL. Yes. 


MR. KICHLINE. The question as we g o  into the fourth quarter
is whether we’re going to continue to see that sort of improvement in 
a major way. We have assumed that we’ll continue to have employment
growth but at a somewhat lesser rate than we’ve been seeing recently.
So, we have the unemployment rate drifting down only a tenth on a 
quarterly average. If that’s wrong, and given what we know now, I’d 
bend in the direction of knocking another tenth or two off. I don’t 
feel particularly uncomfortable [with our forecast] but 1 think the 
weighting of the evidence would be in the direction of a lower rather 
than a higher rate. 

MR. BOYKIN. Jim, one question on your forecast. The 

positives are fairly heavily weighted on the improvement in exports.

A s  I think you know, our folks have been doing a little research 

trying to figure out what has really happened to the dollar and our 

judgment seems to be that it has declined somewhere between 7 to 9 

percent as opposed to 25 to 30 percent. If that should be true, that 

would tend to postpone this improvement. I would just raise--


MR. TRUMAN. But, President Boykin, we don’t say this is our 

forecast for the weighted average dollar and put that into an equation

and ignore the rest of the world. So, just because we use that as an 

indicator of where the dollar is going does not mean that we have 

ignored in this forecast the fact that the Taiwanese or the Korean 

[currencies] have not been depreciating appreciably against the 

dollar. We have gone back and looked at this more carefully over the 

last several months and. in fact, I am much more comfortable than I 

was before--at least to the extent that history can be any guide in 

these matters--thatin the forecast we have adequately taken account 
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of t h e  l a c k  of d e p r e c i a t i o n  a g a i n s t  t h e  f i x e d  [exchange r a t e s  of  

c e r t a i n  c o u n t r i e s ]  i n  t h e  judgmenta l  a d j u s t m e n t s  t h a t  we have been 

making. B e f o r e ,  when w e  went back and looked  a t  i t ,  t h e  whole 

s c i e n t i f i c  e v i d e n c e  s u g g e s t e d  t h a t ,  i f  a n y t h i n g ,  w e  were go ing  t o o  f a r  

i n  t h e  d i r e c t i o n  o f  s lowing  down [ t h e  a d j u s t m e n t ]  f o r  t h a t  r eason  

r a t h e r  t h a n  n o t  f a r  enough. So t h e r e  i s  someth ing  i n  t h e  f o r e c a s t  

t h a t  t a k e s  accoun t  of  t h e  l a c k  of  d e p r e c i a t i o n  a g a i n s t  t h o s e  

c u r r e n c i e s  e x p l i c i t l y ,  and it i s  based  upon s c i e n t i f i c  ev idence  as  

w e l l .  i f  you want t o  c a l l  it t h a t .  Now, w e  have a b i g  problem i n  

t e rms  o f  how we f o r e c a s t  w h a t ’ s  go ing  t o  happen t o  t h o s e  c u r r e n c i e s .  

B a s i c a l l y  what we have assumed i s  t h a t  t h e y  would m a i n t a i n  t h e i r  v a l u e  

i n  r e a l  terms a g a i n s t  t h e  U . S .  d o l l a r .  So t h e r e  would be  no n e t  r e a l  

a p p r e c i a t i o n  o r  d e p r e c i a t i o n  v e r s u s  t h o s e  c u r r e n c i e s ,  on b a l a n c e .  

Given t h e  f a c t  t h a t  w e ’ r e  d e a l i n g  w i t h  some c o u n t r i e s  who have r a t h e r  

s e v e r e  d e b t  p rob lems ,  t h a t  may o r  may n o t  b e  a p p r o p r i a t e .  On t h e  

o t h e r  hand ,  w e  have enough t r o u b l e  do ing  t h e  f o r e c a s t i n g  w e  d o .  So  

t h e r e  i s  an e x p l i c i t  a s sumpt ion .  e s s e n t i a l l y ,  abou t  b o t h  t h e  behav io r  

o f  t h o s e  c u r r e n c i e s  and economies and a n  assumpt ion  abou t  t h e  c o u r s e  

o f  t h e i r  exchange r a t e s  i n  our  f o r e c a s t  [ u n i n t e l l i g i b l e ] .  


MR. JOHNSON. You have marked down some t h e  G - 1 0  c o u n t r i e s ’  

growth? 


MR. TRUMAN. A t o u c h ,  y e s .  


MR. JOHNSON.  I h a v e n ’ t  r ead  t h e  e x p o r t  numbers c a r e f u l l y 

enough t o  know: Have t h e y  been changed much s i n c e  t h e  e a r l i e r  

f o r e c a s t ?  


MR. TRUMAN. No, t h i s  f o r e c a s t  b a s i c a l l y  i s  t h e  same a s  t h e  

p r e v i o u s  one .  


MR. J O H N S O N .  Okay, s o  someth ing  had t o  g i v e  t h e r e .  The 

growth abroad  s lowed.  Is t h a t  made up i n  what h a s  happened t o  t h e  

exchange r a t e  s i n c e  t h a t  t i m e ?  


MR. TRUMAN. No, t h e  exchange r a t e  f o r e c a s t  f o r  once d i d n ’ t  

change a t  a l l  j u s t  because  w e  have t h e  growth down by a t e n t h ,  o r  two 

t e n t h s  if you combine t h e  two y e a r s .  T h i s  would t e n d  t o  g i v e  us a 

l i t t l e  more d e p r e s s i n g  e f f e c t s  on e x p o r t s .  a s  you s u g g e s t e d . 

B a s i c a l l y ,  t h e  o r d e r  o f  magni tude would be abou t  t h e  same a s  t h e  l a s t  

t i m e .  A s  f o r  t h e  impact  on t h e  o v e r a l l  f o r e c a s t ,  on b a l a n c e ,  I t h i n k  

w e  t o o k  a l i t t l e  o u t  of t h e  6 - q u a r t e r  change from where w e  were l a s t  

t i m e .  


MR. PARRY. I ’ d  l i k e  t o  a s k  a q u e s t i o n  about  t h e  i n f l a t i o n  

r a t e  t h a t  you h a v e ,  t h e  i m p l i c i t  d e f l a t o r ,  and t h e  d o l l a r .  The v e r y  

s m a l l  i n c r e a s e  i n  i n f l a t i o n  i n  t h e  f o u r t h  q u a r t e r  w e  t a l k e d  about  l a s t  

t i m e  and you mentioned t h a t  i t ’ s  p r i m a r i l y  t h e  f a c t  t h a t  t h e  d e f l a t o r  

on i m p o r t s  i s  r i s i n g .  T h a t ’ s  p a r t  of t h e  s t o r y  i n  t h e  s e n s e  t h a t  i n  

subsequen t  p e r i o d s  one would expec t  t h a t  a s  p r o f i t  marg ins  g e t  narrow 

t h e  [ p r i c e  i n c r e a s e s ]  would g e t  pas sed  on i n  t e r m s  of  h i g h e r  domest ic  

p r i c e s  on goods t h a t  u s e  i m p o r t s  a s  raw m a t e r i a l s ,  and a l s o  i n  t e rms  

o f  domes t i c  goods t h a t  compete w i t h  i m p o r t s .  How do you e x p l i c i t l y  

c a p t u r e  t h a t ?  Do you do d e f l a t o r s  by s e c t o r  o r  i s  t h i s  a judgment? 


MR. K I C H L I N E .  No. w e  do it by s e c t o r .  And where t h a t  shows 

up e x p l i c i t l y  i s  i n  p r i v a t e  domest ic  f i n a l  p u r c h a s e s .  So you l o o k  a t  
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consumption, you look at investment. For example, we have that total,
excluding food and energy, rising next year at a rate close to 4 
percent. So that’s sort of an explicit recognition that these imports
prices are feeding through into final goods prices. 

MR. PARRY. So that would be adding how much--roughly a 
percent? 

MR. KICHLINE. I think we have something like 3 1 4  of a 
percent or 0 . 8  percent. 

MR. MELZER. Jim, how would you view the declines in the 

consumer confidence indexes? Would you attach much significance to 

that, what do you think the causes might have been, and so forth? 


MR. KICHLINE. I have a hard time reading some of those. 
They have bounced around. They’re still at a high level but clearly
they are not as high as they were a number of years back. Some of 
these reports--depending on whether you look at the Michigan or the 
Conference Board surveys--tendto be sort of “things are good now but 
they’re going to get worse.” In the Michigan case what often happens,
and what I think was happening in August, is that it reflects an 
increase in inflationary expectations that’s very highly correlated 
with food prices. Given the past behavior [of the index]. whenever 
food prices go up Michigan seems to pick up the view that things
aren’t quite as good as they once were. S o ,  at the moment I wouldn’t 
read a lot into the declines, given that the levels are still high and 
given what we see going on in terms of actual expenditure patterns-.
that consumers have been quite happy to spend. 

MR. MORRIS. The Michigan people also say that the index is 

very sensitive to changes in interest rates, particularly the mortgage 

rate, and the backing up of the mortgage rate may be [a factor]. 


MR. KICHLINE. Yes. 


MR. MORRIS. Jim, if I could ask you: You mentioned that 

nondefense capital goods orders were down somewhat. What about total 

durable goods orders? 


MR. KICHLINE. The total was little changed. It was up 3 . 4  
percent in July and down 2 .6  percent in August. There was a big drop
in defense orders. 

MR. PARRY. Was there a revision in the 


MR. KICHLINE. No, the revisions, I think, are very small. 
On nondefense capital goods alone it’s virtually unchanged. That was 
up 3 . 7  percent in July and down 2 . 8  percent in August. 

MR. MORRIS. So we didn’t get any confirmation of the 

employment numbers in manufacturing? 


MR. KICHLINE. No. Part of what’s going on, though, is that 
the aircraft area has been extremely volatile. It was up very sharply
in July and went down in August. Nondefense capital goods orders 
excluding that aircraft component are still down in August but the 
level is 3 - 1 / 2  percent above the second-quarter average. So I would 
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read that as something very helpful. The other development that is 

encouraging is that office and computing machinery orders rose again.
They are now. as you know, at a low level: but they are 25 percent
above where they were in the second quarter. So there seems to be a 
little life coming back in that high-tech area. 

MR. MORRIS. Yes. I was told by one computer company that 

they are selling a lot to Korea and Taiwan, so maybe we’ll-- 


MR. PARRY. Do I remember correctly that you said most of 

those major Boeing and McDonnell-Douglas orders were not booked yet? 


MR. PRELL. Yes, that is true. 


MR. PARRY. So there could be even greater strength coming
along. 

MR. PRELL. They indicated in their release this morning that 

those orders still aren’t showing up in these latest figures. 


MR. PARRY. And they’re big orders. 


CHAIRMAN VOLCKER. Do we have any general comments on the 

economic outlook? 


MR. WALLICH. Could I say something about how difficult it 

seems to be at this stage to [look] forward? It’s difficult for me to 

[elaborate on] that, but I just want to make that clear. 


CHAIRMAN VOLCKER. Mr. Black. 


MR. BLACK. Mr. Chairman. our view of the near-term outlook 
is still pretty close to that of the staff. This upward revision in 
growth of GNP in the second half makes sense to us in view of the 
domestic automobile sales incentives and what appears to be some 
improvement in the manufacturing sector in general. I think the 
longer-term prospects are a little harder to call. We’re still 
generally optimistic and we think the staff is perhaps about right in 
projecting a moderate 3 percent rate of growth for next year. In 
fact, we tend to think that consumer spending and probably business 
fixed investment might be a tad stronger. One reason is that we don’t 
think there will be quite as much of an increase in the cost of 
capital and. therefore, that the new tax law will be less damaging to 
capital spending than some economists believe--ifyou take into 
consideration that the top corporate tax rate has come down and also 
consider what has happened to individual income tax rates o f  dividend 
recipients. 

But all of this depends, I think, on interest rates and 

inflation remaining relatively stable. And I think the risks have 

increased that such might not be the case on both fronts. In 

particular, the prospect for progress in reducing the federal deficit 

looks a lot less favorable now. I think the financial markets sense 

this and that’s one of the reasons we had the recent backup in 

interest rates. which probably affected the decline in the stock 

prices. The markets also are clearly more concerned now about the 

possibility of a revival of inflation and neither of these kinds of 

[developments] is good for the markets and neither is good for the 
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economy. I hope w e ’ l l  do e v e r y t h i n g  we can t o  keep t h e s e  t h i n g s  from 

g a i n i n g  momentum. 


CHAIRMAN VOLCKER. M r .  Keehn. 


MR. KEEHN. C o n d i t i o n s  i n  our  p a r t  of  t h e  Midwest,  I t h i n k ,  

a r e  v e r y  much unchanged.  The t r e n d s  t h a t  have been i n  p l a c e  most of  

t h e  y e a r  c o n t i n u e  a t  abou t  t h e  same l e v e l .  But I c o n t i n u e  t o  be 

s t r u c k  by t h i s  i n c r e d i b l e  dichotomy between t h e  good s e c t o r s  o f  t h e  

economy and t h o s e  t h a t  a r e  r e l a t i v e l y  weak. There  i s  n o t h i n g  new 

about  t h a t  b u t  t h a t  dichotomy c e r t a i n l y  c o n t i n u e s .  I t h i n k  t h e  

au tomot ive  s e c t o r ,  which J i m  r e f e r r e d  t o ,  i s  r a t h e r  phenomenal. Here 

w e  have had t h e  t h i r d  y e a r  i n  a row of a u t o  s a l e s  o v e r  1 0  m i l l i o n ,  

which I t h i n k  i s  a p r e t t y  good r e c o r d .  y e t  even now t h e s e  i n c e n t i v e  

programs j u s t  have a phenomenal e f f e c t  because  s a l e s  have l i t e r a l l y 

t a k e n  o f f .  C o n s t r u c t i o n  a c t i v i t y  i n  t h e  Midwest c o n t i n u e s  a t  a p r e t t y  

h i g h  l e v e l .  R e s i d e n t i a l  c o n s t r u c t i o n  th roughou t  t h e  D i s t r i c t  i s  

r e a l l y  q u i t e  s t r o n g :  t h a t ’ s  p a r t i c u l a r l y  t r u e  i n  I l l i n o i s  where t h e  

numbers a r e  r u n n i n g  w e l l  ove r  t h e  n a t i o n a l  a v e r a g e .  We a r e  pe rhaps 

s l i g h t l y  d i f f e r e n t  f rom what J i m  s a i d  on t h e  commercial  s i d e :  we a r e  

s t a b i l i z i n g  i n  our  commercial  c o n s t r u c t i o n  b u t  n o n e t h e l e s s  s t a b i l i z i n g  

a t  what seems l i k e  a p r e t t y  h i g h  l e v e l .  


On t h e  n e g a t i v e  s i d e ,  t h e  heavy manufac tu r ing  news c o n t i n u e s  

t o  be  p r e t t y  somber.  There  i s  no p a r t i c u l a r  improvement.  More and 

more companies a r e  c o n t i n u i n g  t o  s h i f t  t h e i r  p r o d u c t i o n  o f f s h o r e  t o  

t a k e  advan tage  o f  lower  wage r a t e s .  They admit  t h a t  t h e y  a r e  l a t e  i n  

do ing  i t  b u t  n o n e t h e l e s s  s e e  an o p p o r t u n i t y  t o  t a k e  advantage  of  t h a t  

t r e n d .  On t h e  t a x  b i l l .  t h o s e  t h a t  I t a l k  t o  on t h e  heavy 

manufac tu r ing  s i d e  a r e  p r e t t y  glum a s  t o  t h e  n e a r - t e r m  e f f e c t s  t h a t  

t h e  b i l l ,  assuming it g e t s  p a s s e d ,  i s  l i k e l y  t o  have .  Our 

a g r i c u l t u r a l  d i r e c t o r s  r e p o r t  t h a t  we have had.  r e a l l y ,  a p e r f e c t 

growing season  and w e ’ r e  b r a c i n g  f o r  r e c o r d  p r o d u c t i o n :  t h e  s t o r i e s  

one h e a r s  about  t h e  s t o r a g e  problems and what t h e y ’ r e  go ing  t o  do w i t h  

a l l  t h i s  a r e  r e a l l y  q u i t e  phenomenal. 


On t h e  i n f l a t i o n  s i d e ,  I t h i n k  t h e  g e n e r a l  o u t l o o k  c o n t i n u e s  

t o  be  f a v o r a b l e  b u t  t h e r e  a r e  j u s t  t h o s e  few worrisome s i g n s  t h e r e .  

A s  I s u g g e s t e d ,  hous ing  s t a r t s  i n  t h e  Midwest a r e  p r e t t y  s t r o n g .  I n  

some suburban  Chicago a r e a s  we’ re  hav ing  s i g n i f i c a n t  p r i c e s  i n c r e a s e s  

- - 1 5  t o  20  p e r c e n t  i n  t h e  f i r s t  s i x  months of t h i s  y e a r .  I t ’ s  a v e r y ,  

v e r y ,  s t r o n g  hous ing  market  and t h e  p r i c e s  a r e  go ing  up .  We 

a n t i c i p a t e  t h a t  apa r tmen t  r e n t s  w i l l  be up 5 t o  10  p e r c e n t  i n  t h e  

Chicago a r e a .  And, I t h i n k  everybody e x p e c t s  t h a t  t h e  p r i c e s  o f  

i m p o r t s ,  p a r t i c u l a r l y  c a r s ,  a r e  going  t o  b e g i n  t o  go u p .  O f f s e t t i n g 

t h a t .  t h e  l a b o r  news, a s  J i m  s u g g e s t s ,  c o n t i n u e s  t o  be  good. Three- 

y e a r  c o n t r a c t s  a r e  p r e v a l e n t  and annua l  c o s t s  a r e  v e r y  modera t e .  I 

t a l k e d  t o  somebody l a s t  week who s e t t l e d  a t h r e e - y e a r  c o n t r a c t  w i t h  

c o s t s  o v e r  t h e  t h r e e - y e a r  p e r i o d  o f  1 t o  1 - 1 / 2  p e r c e n t .  And t h e  

companies a r e  g e t t i n g  v e r y ,  v e r y  s i g n i f i c a n t  work r u l e  c h a n g e s - - t h a t ’ s 

t h e  b i g  push now, of  c o u r s e .  On t h e  p r i c i n g  s i d e - - p e r h a p s  n o t  i n  

s e r v i c e s ,  b u t  c e r t a i n l y  i n  m a n u f a c t u r i n g - - t h e r e  a r e  p r e s s u r e s .  


A s  t o  t h e  [ n a t i o n a l ]  o u t l o o k ,  c e r t a i n l y  o u r  o u t l o o k  i s  

c o n s i s t e n t  w i t h  t h e  s t a f f  f o r e c a s t .  But I a g r e e  w i t h  Governor Wal l i ch  

t h a t  i t ’ s  a v e r y ,  v e r y  h a r d  t i m e  t o  c a l l  i t .  Everybody a n t i c i p a t e s 

t h a t  we’ re  go ing  t o  see e x p o r t  a c t i v i t y  p i c k  up and t h a t  a t  some p o i n t 

i m p o r t s  w i l l  b e  under  some c o n s t r a i n t :  b u t  these  e v e n t s  a r e  c e r t a i n l y  
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g e t t i n g  t o  be l o n g  ove rdue .  T h e r e f o r e ,  I t h i n k  it i s  a tough c a l l  t o  

j udge  j u s t  how s t r o n g  t h e  u n d e r l y i n g  s t r e n g t h  o f  t h e  economy r e a l l y 

i s .  Pe rhaps  t h i s  i s  one of t h o s e  t i m e s  t h a t  w e  j u s t  have t o  s t a n d  

back and s e e  how t h i n g s  come i n .  


CHAIRMAN VOLCKER. Mr. P a r r y .  


MR. PARRY. The economic s i t u a t i o n  i n  t h e  Twel f th  D i s t r i c t  i s  

b a s i c a l l y  unchanged from t h e  l a s t  mee t ing .  b u t  I t h i n k  t h e r e  a r e  a f e w  

more s i g n s  of s t r e n g t h  i n  t h e  D i s t r i c t .  I n  Augus t ,  growth of 

employment i n  C a l i f o r n i a  was ve ry  r a p i d .  And t h e  J u l y - o v e r - J u l y 

i n c r e a s e  f o r  t h e  e n t i r e  D i s t r i c t ,  which of c o u r s e  i n c l u d e s  9 s t a t e s ,  

was a f u l l  p e r c e n t a g e  p o i n t  g r e a t e r  t h a n  t h e  n a t i o n a l  a v e r a g e ,  w i t h  

o n l y  Alaska  and Oregon b e i n g  under  t h a t  a v e r a g e .  Even i n  a few of t h e  

problems a r e a s  of t h e  D i s t r i c t  we s e e  some gl immers  of g r e a t e r 

s t r e n g t h .  The mining  i n d u s t r y  go t  a b o o s t  r e c e n t l y  i n  Utah w i t h  t h e  

s i g n i n g  of a 4 - y e a r  c o n t r a c t  by Kennecot t  w i t h  t h e  mining un ion  t h a t  

i s  go ing  t o  r e s u l t  i n  a resumpt ion  of  p r o d u c t i o n  and w i l l  p robab ly  add 

about  2 , 0 0 0  workers  between now and t h e  middle  o f  n e x t  y e a r .  The 

lumber i n d u s t r y  i s  do ing  q u i t e  w e l l  a t  t h e  present  t i m e .  I t  h a s  been 

he lped  by s e v e r a l  deve lopments ,  i n c l u d i n g  s t r o n g  domest ic  demand f o r  

lumber and a 2 2  p e r c e n t  i n c r e a s e  i n  e x p o r t s  i n  t h e  f i r s t  h a l f .  

T h e r e ’ s  a l s o  an i n d u s t r y  s t r i k e  i n  B r i t i s h  Columbia which i s  a f f e c t i n g  

t h e  P a c i f i c  Coast  lumber i n d u s t r y  p o s i t i v e l y .  And t h e r e  i s  a n  

e x p e c t a t i o n .  i n  t h e  i n d u s t r y  a t  l e a s t ,  t h a t  t h e  I n t e r n a t i o n a l  Trade 

Commission i s  go ing  t o  f i n d  t h a t  B r i t i s h  Columbia h a s  s u b s i d i z e d  s o f t - 

wood e x p o r t s  and t h a t  t h a t ’ s  go ing  t o  a c c r u e  t o  our  b e n e f i t .  On t h e  

n e g a t i v e  s i d e ,  a s  f a r  a s  t h e  D i s t r i c t  i s  concerned .  most of t h e  t a l k  

c e n t e r s  around t h e  t a x  b i l l  and i s  b a s i c a l l y  i n  l i n e  w i t h  what S i  

Keehn ment ioned .  


Our f o r e c a s t  i s  s i m i l a r  t o  t h a t  of  t h e  Board s t a f f ’ s  w i t h  t h e  

e x c e p t i o n  t h a t  we d o n ’ t  have q u i t e  t h e  same p a t t e r n  f o r  n e t  e x p o r t s 

and i n v e n t o r i e s ,  p a r t i c u l a r l y  i n  t h e  second h a l f  of 1986,  and f o r  

i n f l a t i o n  o v e r  t h e  e n t i r e  p e r i o d .  We a g r e e  t h a t  t h e  t r a d e  account  i s  

l i k e l y  t o  be  a n  i m p o r t a n t  s o u r c e  o f  growth i n  1987 b u t  we a r e  n o t  v e r y  

c o n f i d e n t  t h a t  t h e  tu rna round  w i l l  occu r  i n  t h e  t h i r d  q u a r t e r  o r  t h a t  

w e ’ l l  g e t  a s  much s t r e n g t h  i n  t h e  e n t i r e  second h a l f  a s  i n d i c a t e d  by 

t h e  Board’s  f o r e c a s t .  We looked  a t  some d a t a  t h a t  we  have f o r  P a c i f i c  

Coast  customs d i s t r i c t s ,  which r e p r e s e n t  abou t  2 5  p e r c e n t  of a l l  

t r a d e .  Those d a t a  have a l o t  o f  problems,  i n c l u d i n g  t h e  f a c t  t h a t  

t h e y  a r e  nominal - -we d o n ’ t  have any d e f l a t o r s  i n  t h e m - - b u t  t h e y  do 

i n d i c a t e  t h a t  t h e  t r a d e  b a l a n c e  h a s  d e t e r i o r a t e d  c o n s i s t e n t l y  th rough  

J u l y .  I t  a p p e a r s  a s  though t h a t  d e t e r i o r a t i o n  i s  a r e s u l t  of g r e a t e r 

i m p o r t s  f r o m  Canada, Mexico, and perhaps  a l s o  t h e  P a c i f i c  Bas in  mix.  

I n  t h e  i n v e n t o r y  a r e a ,  we s e e  more s t r e n g t h  i n  t h e  t h i r d  q u a r t e r  and 
perhaps  a l i t t l e  l e s s  i n  t h e  f o u r t h .  I must admit  t h a t  t h e  
c o n t r i b u t i o n  t o  growth of $ 2 5 . 8  b i l l i o n  i n  t h e  f o u r t h  q u a r t e r  i n  t h e  
Board ’ s  f o r e c a s t  i s  q u i t e  a b i t  more t h a n  we have .  A l s o ,  we do n o t  
have such  a s h a r p  f a l l - o f f - - g o i n g  from 5 . 6  t o  0 . 9  p e r c e n t - - i n  f i n a l  
s a l e s .  S o ,  t h e r e ’ s  q u i t e  a d i f f e r e n c e  i n  p a t t e r n  b u t  we end up w i t h  a 
r e a l  GNP growth which i s  n o t  t h a t  much d i f � e r e n t  f o r  t h e  second h a l f .  
F i n a l l y ,  I have a somewhat g r e a t e r  concern  about  i n f l a t i o n  th rough  
1987 t h a n  i s  i n  t h e  Board s t a f f ’ s  f o r e c a s t .  We t a l k e d  about  t h a t  a 
l i t t l e  i n  t h e  d i s c u s s i o n .  I t h i n k  t h e r e  i s  a chance  t h a t  w e ’ l l  see 
more o f  an e f f e c t  i n  o t h e r  s e c t o r s  of t h e  pas s th rough  o f  t h e  h i g h e r
d o l l a r  c o s t  o f  i m p o r t s .  I a l s o  wonder i f  t h e  growth r a t e  o f  t h e  
economy, a v e r a g i n g  3 p e r c e n t  between now and t h e  end o f  1987,  would 
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enable producers to pass along larger price increases than are 

incorporated in the Board staff’s forecast. As a result. our 

inflation rates have a tendency to be running about a percentage point

higher than those shown by the Board staff. 


CHAIRMAN VOLCKER. What happened in that Weyerhauser strike? 

Is it settled? 


MR. PARRY. We still don’t know. It’s mainly in British 

Columbia and that’s why it seems to be accruing to the benefit of-­


CHAIRMAN VOLCKER. Weyerhauser in British Columbia? 


MR. PARRY. The one domestically has been settled. 


CHAIRMAN VOLCKER. It has been settled? 


MR. PARRY. Yes. 


CHAIRMAN VOLCKER. On what terms? 


MR. PARRY. It was mainly rules. I don’t know what it was on 

wages. is not nearly as optimistic as 

because it is apparently accruing very much to the benefit of 


is not as much affected-. 


CHAIRMAN VOLCKER. He didn’t get a good settlement? 


MR. PARRY. Yes. 


CHAIRMAN VOLCKER. Governor Rice. 


MR. RICE. Mr. Chairman, I think the staff’s forecast is a 

good one. I expect, as they do. that the economy will pick up in this 

quarter and in the fourth quarter. However, I can’t help noting some 

areas of concern. The first is that the two areas o f  strength in the 

economy--consumption spending and single-family residential 

construction--whilelikely to maintain their strength. will be 

contributing less to the economy. That is, their rate of growth will 

be decelerating and residential construction in the single-family area 

will be offset by what’s happening in multifamily housing

construction. And I’m mindful that the two components that we are 

relying on to provide this pickup--thatis, inventory accumulation and 

an improvement in the external accounts--areareas that in the past

have proven difficult to forecast. As has been pointed out, we may 

not see the degree of improvement in these components that we would 

hope for. Therefore, I would see the risks of the forecast on the 

down side. I’m gratified, however, by the recent evidence of 

improvement in the economy. particularly in the employment area, and 

also by the anecdotal evidence that has come in. There seems to be an 

improved sentiment in the business community as well. But I do see 

the risks at this point on the down side. 


CHAIRMAN VOLCKER. Mr. Boehne. 


MR. BOEHNE. The District continues to operate at a higher

level of business activity than the nation as a whole. Just one 

indicator of that is unemployment, which for the District as a whole 




9 / 2 3 / 8 6  - 2 1  

has been running around 6 percent and around Philadelphia closer to 5 

percent. But we have noticed in the last couple of months that the 

rate of change has slowed somewhat. That has not affected attitudes. 

however, which I think are generally upbeat because of the higher

level. While people don’t feel great about the future, they think 

it’s pretty good. 


As I look at the national economy, I do think that the 

statistics have improved a touch. I’m not sure how much I would make 

of that but I think that is there. Largely because of the foreign 

sector, how the economy in fact will turn out is very tough to call. 

As a result, my convictions, and I sense the convictions of others, do 

not run very deep about the economic outlook. I think we see this 

more dramatically in the financial markets, which seem to act on 

changes in sentiment, more than on the goods side. There is that 

level of uncertainly and lack of conviction as to where we’re going.

On the inflation side, I sense that there has been perhaps more than a 

subtle change--thatthe concern about inflation as expressed in the 

long bond market, and to some extent in the commodities market, is 

there. And I think the message there for those of us who make 

monetary policy is that perhaps we have run into some resistance point 

on what we can do. Trying to bring all that down to a bottom line. I 

would come out about where the staff is as far as numbers: but I would 

emphasize that there’s not a whole lot of conviction that lies behind 

those numbers. 


CHAIRMAN VOLCKER. Mr. Forrestal. 


MR. FORRESTAL. Looking first at the District, I think I 

could say. Mr. Chairman, that conditions in the Southeast reflect 

pretty much the imbalances that we see in the rest of the economy.

The energy states are especially weak. particularly Louisiana. We’re 

seeing a lot of out-migration from that state to other states. 

particularly Mississippi, and that’s causing unemployment rates in 

those states to move up as well. We now have the distinction, dubious 

as it may be, of having the highest unemployment rate in two states-­

in Louisiana and Mississippi it’s over 13 percent. The agricultural

sector is also in bad shape, partly as a result of the drought that I 

reported on before. We have had some recent rains in the area but 

they’ve come too late to help most crops. The corn and soybean crops 

are destroyed. We’ve had some marginal benefit to some other crops

from that rain. The apparel and textile producers still are reporting

that they’re not getting any particular benefit from the decline in 

the dollar. They still say that foreign competition is coming in very

strongly and, of course, they are continuing their protectionist

cries. particularly from Congressman Jenkins. And I think we’ll hear 

more of this bill that the President vetoed. At the same time, some 

of the apparel and textile people who have tried to carve a particular

niche in the market are doing better, particularly those who have not 

only carved that niche but have improved their productivity through 

greater automation. So it’s a mixed picture in that industry: I 

wouldn’t say that it’s completely negative. 


General business conditions continue to be very good in the 

urban areas, and this has given rise to more and more talk in a number 

of states in the District of this dichotomy that somebody else has 

talked about--wherewe have the rural areas not participating in the 

general beneficial economic conditions and the urban areas doing quite 
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w e l l .  That  seems t o  be  c o n s i s t e n t  t h roughou t  t h e  e n t i r e  D i s t r i c t .  We 
have s e e n  a l e v e l i n g  o f f  o f  s i n g l e - f a m i l y  h o u s i n g ,  b u t  i t ’ s  s t i l l  a t  
f a i r l y  h i g h  l e v e l s  and I t h i n k  w i l l  c o n t i n u e  t o  be  a s o u r c e  o f  
s t r e n g t h  i n  t h e  l o c a l  economy. Bus iness  a t t i t u d e s  a r e  s t i l l  f a i r l y
p o s i t i v e ,  a l t h o u g h  I d e t e c t  on t h e  p a r t  of  some peop le  I ’ v e  t a l k e d  t o  
a waning of conf idence  j u s t  a b i t .  T h a t ’ s  p a r t i c u l a r l y  r e l a t e d  t o  
u n c e r t a i n t i e s  abou t  t h e  t a x  b i l l  and t h e  t r a d e  s e c t o r .  I n t e r e s t i n g l y  
though ,  I d o n ’ t  h e a r  a t  a l l  any conce rns  about  r e c e s s i o n  i n  t h e  
D i s t r i c t :  and I d o n ’ t  h e a r  v e r y  much concern  abou t  i n f l a t i o n ,  
n o t w i t h s t a n d i n g  what t h e  marke t s  seem t o  be  t e l l i n g  u s .  

On t h e  n a t i o n a l  l e v e l ,  I a g r e e  g e n e r a l l y  w i t h  t h e  s t a f f  
f o r e c a s t .  I might  have some marg ina l  d i f f e r e n c e  w i t h  r e s p e c t  t o  
unemployment, a s  I i n d i c a t e d  e a r l i e r ,  and pe rhaps  t o  i n f l a t i o n .  But 
t h o s e  a r e  v e r y  minor d i f f e r e n c e s .  I ,  t o o ,  would s h a r e  t h e  g r e a t
u n c e r t a i n t y  t h a t  o t h e r s  f e e l  about  t h e  d i r e c t i o n  of  t h e  t r a d e  d e f i c i t  
and what t h a t  means f o r  o v e r a l l  economic a c t i v i t y  i n  1987.  But i n  
g e n e r a l .  I t h i n k  t h e  f o r e c a s t  i s  on t a r g e t .  And we can  o n l y  hope t h a t  
t h e  t r a d e  d e f i c i t  w i l l  t u r n  around i n  a s h o r t  p e r i o d  of  t i m e .  

CHAIRMAN VOLCKER. Mr. Boykin.  

MR. B O Y K I N .  M r .  Chairman, on t h e  n a t i o n a l  l e v e l  I ’ d  be  
s l i g h t l y  l ess  o p t i m i s t i c  t h a n  t h e  s t a f f ’ s  f o r e c a s t .  b u t  i t ’ s  p r e t t y
c l o s e .  On t h e  D i s t r i c t  l e v e l ,  I ’ m  hav ing  a l i t t l e  change o f  h e a r t :  I 
t h i n k  my a t t i t u d e  i s  changing  from one of pessimism t o  c a u t i o u s  
opt imism. I d o n ’ t  want t o  damn t h i s  by f a i n t  p r a i s e  b u t  I ,  t o o ,  t h i n k  
t h a t  we a r e  s e e i n g  s i g n s  t h a t  we may be  r e a c h i n g  t h e  t r o u g h  i n  t h e  
E l e v e n t h  D i s t r i c t .  The b i g  i n c r e a s e s  i n  unemployment r a t e s  seem t o  be 
o v e r .  I n  Texas ,  i n  b o t h  J u l y  and August .  r a t e s  were below t h e  r a t e s  
f o r  May and June .  Those J u l y  and August r a t e s ,  however,  w e r e  v e r y
h i g h :  August was 9 . 2  p e r c e n t  compared w i t h  t h e  6 . 8  p e r c e n t  n a t i o n a l  
a v e r a g e ,  b u t  t h a t ’ s  down from t h e  10+ p e r c e n t  t h a t  w e  had a l i t t l e  
e a r l i e r .  Unemployment r a t e s  [ a r e  h i g h ]  i n  L o u i s i a n a :  Bob F o r r e s t a l  
ment ioned t h a t .  New Mexico i s  about  t h e  same a s  Texas .  Our nonfarm 
employment may be n e a r  t h e  end of  i t s  major  d e c l i n e .  We d i d  s e e  a 
l i t t l e  r i se  i n  J u l y  i n  Texas and New Mexico and t h a t  comes a f t e r  f i v e  
c o n s e c u t i v e  months of d e c l i n e .  S o ,  h o p e f u l l y ,  we’re s e e i n g  a t u r n  
t h e r e .  The manufac tu r ing  s e c t o r  remains weak b u t  may be  c l o s e  t o  
bot toming o u t .  Some a r e a s  of  s t r e n g t h  we’ re  s e e i n g  i n c l u d e  e l e c t r i c a l  
and e l e c t r o n i c  equipment a s  w e l l  a s  a i r c r a f t  and p a r t s .  Our 
c o n s t r u c t i o n  c o n t r a c t s  seems t o  be  s t a b i l i z i n g ,  a t  l e a s t  f o r  now. 
C o n s t r u c t i o n  v a l u e s  remain about  20 p e r c e n t  below y e a r - a g o  l e v e l s .  
The most pronounced r e d u c t i o n  i n  t h e  energy  s e c t o r  a c t i v i t y  a l s o  
a p p e a r s  t o  be beh ind  u s .  Our r i g  count  i s  f l a t  o r  r i s i n g  s l i g h t l y - .  
f r o m  v e r y  low l e v e l s ,  o f  c o u r s e .  Our energy  s e c t o r  employment now i s  
d e c l i n i n g  s l o w l y  i n  c o n t r a s t  t o  mass ive  l a y o f f s  j u s t  a f e w  months ago. 
Even i n  a g r i c u l t u r e ,  t h e  l i v e s t o c k  p roduce r s  a r e  f e e l i n g  a l i t t l e  
b e t t e r  because  o f  h i g h e r  beef  p r i c e s .  So  i n  summary, Mr. Chairman, I 
would s a y  t h a t  maybe w e  have a l i t t l e  c a u t i o u s  opt imism f o r  t h e  
E l e v e n t h  D i s t r i c t  now. 

CHAIRMAN VOLCKER. M r .  Guffey .  

MR. GUFFEY. Thank you,  Mr. Chairman. I n  t h e  Tenth  D i s t r i c t  
I ’ m  n o t  s u r e  t h a t  t h e  c a u t i o u s  opt imism i s  p r e s e n t .  The D i s t r i c t  a s  a 
whole ,  a s  I t h i n k  t h e  Committee knows, h a s  n o t  performed a s  w e l l  ove r  
t h e  p a s t  y e a r  o r  two a s  t h e  n a t i o n a l  economy--measured by e i t h e r  t o t a l  
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employment or unemployment numbers, personal income gains, and things

of that nature. There is the difference between the urban and the 

rural that I’ve spoken of before. However, in my most recent meetings

with businessmen, I found the views of urban businessmen across a 

fairly wide range of activities a bit more pessimistic than in the 

past. That is to say, they understand that the economy even in the 

urban areas is operating at a fairly low level, but they don’t have 

any great optimism that there is any light at the end of the tunnel 

that gives them much hope that it’s going to improve over the near 

term. That seems to me to be a bit of a change. The other side of 

that coin is that they have apparently no concern. or little concern, 

that inflation or inflationary expectations will be revived. As a 

result, in the urban areas activity is rocking along at kind of an 

unsatisfactory rate but at least on the positive side. 


On the agricultural side on the other hand, there is very

little improvement other than in the areas Bob Boykin just referred 

to--thatis, in the red meat sector prices of both hogs and cattle 

have come up and are at very good levels. There are good profit

margins simply because the [cost of1 feed that is necessary to put

those animals to market is less: as a result the profit margins in red 

meat industries are very good. If you look at net farm income. 

however, you could build a fairly good case that it will be about the 

same level in 1986 as it was in 1985. If you look a little deeper you

will find, however, that the net farm income is largely attributable 

to government programs. It’s merely a transfer from the federal 

Treasury to the producers that gives you net farm income that is 

nearly equal to last year. On the other hand, the net exports of 

agricultural products will be at the lowest level in 20 years. We 

will have a net export position of agricultural products that is 

something over $7 billion; a couple of years ago that was in the $30 

billion range. So, the impact of the dollar hasn’t hit, and probably

won’t hit, in that sector simply because there is production beyond

the U.S. boundaries that is supplying the demand that we used to 

supply. So the outlook in the farm area is not very bright. 


In the energy area, much as Bob Boykin has indicated, there 
is a little activity but there’s still a great reluctance to do very
much exploration simply because of the uncertainty of what OPEC’s 
impact will be on energy prices. They are afraid not that the oil 
price will go  to $20 but rather that it will go back down to $8 or $10 
and they will be in the midst of drilling a well that will not pay off 
if they are successful in hitting oil. So, overall, the District is 
rocking along at a very low level. But in a sense the tenor seems 
positive, except for the foreclosures in the agricultural sector and 
the lack of activity in the energy sector. 

CHAIRMAN VOLCKER. Mr. Stern. 


MR. STERN. Thank you. I find the staff forecast in the 

Greenbook conservative--notin the sense that I think the outlook for 

real growth is too low. but in the sense that the very heavy reliance 

on improve-nentin net exports is accompanied by what I judge to be 

some consecvative assumptions about performance of some of the other 

sectors in the economy. In particular, I have in mind consumer 

spending, government purchases, and possibly investment a bit. My

point is that even if the improvement in net exports turns out to be 

delayed, or more modest than envisioned here because of some of the 
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other conservatism built into this forecast. it seems to me that we 

have a good chance of realizing something like the outlook expressed

in the Greenbook, or perhaps even something a touch better. It seems 

to me that at the national level the latest statistics are a bit 

stronger. I am not sure how much to make of all of that. We have 

seen these little spurts in the past: the most recent one, I think, 

was late last year and maybe into January. It is certainly too early. 

as far as I can tell, to know if that will be sustained. 


In the District, though, a more upbeat tone--1might say
almost distinctly more upbeat--has emerged in the last couple of 
months. A variety of factors are contributing to it: of course, the 
national auto sales situation that [unintelligible]. In the District 
in general, retail sales have been good and the retailers I have 
talked to said back-to-school sales were reasonably strong. The wood 
products industry, which is very important, is in general doing well. 
Summer tourism was good, if not great. Defense spending has provided 
a lift in some locations in the District, and I think there is a 
growing conviction that the problems in agriculture are close to 
bottoming out. Now that’s not to say that the emergence from the 
bottom is at hand or that it would be significant emergence. But I 
think people are taking some comfort simply in the fact that it looks 
like the bottom may have been reached. The economy in the Twin 
Cities, which accounts for a good deal o f  what goes on in the 
District. continues to do very, very well. So, in general, I would 
say that attitudes are improving, at least, in the Ninth District and 
that there are some signs of economic activity improving. 

CHAIRMAN VOLCKER. Mr. Melzer. 


MR. MELZER. I would say about the same for the Eighth
District. The most recent indicators we have all would show an 
improvement, particularly in July. For example, nonagricultural
employment was up over 9 percent and we even had an improvement in 
manufacturing of 1 - 1 / 2  percent or s o .  Retail sales over the second 
quarter were quite strong, at a 7 - 1 1 2  percent annual rate of increase. 
Also, both residential and nonresidential construction were strong in 
July, although looking at those sectors over the period of a quarter,
they declined somewhat, as you might expect. In terms of 
conversations I have had. there has been an improvement in sentiment 
among businessmen: retailers said the same kinds of things Gary was 
referring to in terms of good back-to-school sales. 

On a broader basis, one of the things I have given some 
thought to is the question of whether this concern about inflation is 
something that is just reflected in the markets or whether it has 
perhaps what some people would consider more solid underpinnings. The 
first observation that I would make is that while often markets 
overact in the short run, I think we are looking at something that has 
been developing over a period of some months--going back to early
April--with respect to how long rates have performed relative to short 
rates. So I am not inclined to think that this is just a passing
fancy, particularly when you look at the kinds of volumes that are 
traded--for example, $100 billion a day in the government securities 
market. I tend to think of that as condensing the best odds and 
expectations of a broad cross section of people, so I am inclined to 
put some credence in that. A l s o .  one of the things you read about is 
the Commodity Research Bureau Index and I asked some of our people to 
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t a k e  a l ook  a t  t h a t .  S i n c e  June  t h a t  o v e r a l l  i n d e x  of abou t  27  
i n d u s t r i a l  and a g r i c u l t u r a l  commodities i s  up a t  an annua l  r a t e  o f .  
s a y ,  11 t o  1 2  p e r c e n t .  If you t a k e  o u t  t h e  7 g r a i n s  i n  t h e  i n d e x .  
which t e n d  t o  be  v e r y  much i n f l u e n c e d  by t h e  government’s  s u p p o r t  
programs,  it i s  up a t  a n  a n n u a l  r a t e  approach ing  a lmos t  30 p e r c e n t .  
S o ,  j u s t  on t h a t  s c o r e .  I t h i n k  t h e r e  a r e  some t h i n g s  happening  w i t h  
r e s p e c t  t u  u n d e r l y i n g  commodity p r i c e s  t h a t  go beyond p u r e  s p e c u l a t i v e  
i n f l u e n c e .  What I have been t r y i n g  t o  p i c k  up ,  and h a v e n ’ t  r e a l l y
p icked  up y e t  i n  t a l k i n g  t o  p e o p l e .  i s  whether  t h e  behav io r  of 
p u r c h a s i n g  managers who a r e  runn ing  i n v e n t o r i e s  has  changed a t  a l l .  
Going back ove r  a p e r i o d  of t i m e  when I have asked  t h e s e  q u e s t i o n s  
t h e r e  h a s  been r e a l l y  no e x p e c t a t i o n  of  i n f l a t i o n :  a c c o r d i n g l y ,  peop le  
a r e n ’ t  r e a l l y  b u i l d i n g  any i n v e n t o r i e s .  That  i s  one of t h e  t h i n g s  I 
am go ing  t o  be  l o o k i n g  f o r  i n  t a l k i n g  t o  peop le  b u t  I h a v e n ’ t  p i cked  
up any ev idence  of t h a t  y e t .  

CHAIRMAN VOLCKER. M r .  C o r r i g a n .  

V I C E  CHAIRMAN CORRIGAN. I n  terms o f  t h e  g e n e r a l  o u t l o o k ,  I ’ d  
p iggy-back  on a comment M r .  S t e r n  made e a r l i e r :  my GNP f o r e c a s t  on 
b a l a n c e  l o o k s  a l o t  l i k e  t h e  s t a f f ’ s  b u t  it l o o k s  t h a t  way
n o t w i t h s t a n d i n g  t h e  f a c t  t h a t  w e  have a s m a l l e r  improvement i n  t h e  
t r a d e  d e f i c i t  t h a n  i s  i n  t h e  Greenbook. On t h e  t r a d e  d e f i c i t  
q u e s t i o n ,  I have been on t h e  s k e p t i c a l  s i d e  i n  terms o f  t h e  r a t e  a t  
which t h a t  cou ld  t u r n  a round ,  and I s t i l l  am. But f o r  what it i s  
wor th ,  o u r  peop le  d i d  a l i t t l e  i n f o r m a l  s u r v e y  t h i s  p a s t  week of a 
c r o s s  s e c t i o n  o f  a coup le  dozen f i rms ,  major  and minor :  and f o r  t h e  
f i r s t  t i m e  t h a t  s u r v e y  does  s u g g e s t  some t h i n g s  t h a t  a r e  c o n s i s t e n t  
w i t h  a t  l e a s t  a s t a b i l i z a t i o n ,  if n o t  some improvement,  on t h e  t r a d e  
s i d e .  I t  comes t h r o u g h  b o t h  i n  terms of  e x p o r t  o p p o r t u n i t i e s  b e i n g
t h e r e  i n  ways t h a t  t h e y  were n o t  t h e r e  b e f o r e  and i n  terms of impor t
p r i c e  p r e s s u r e s  b e g i n n i n g  t o  work t h e i r  way i n .  One o f  t h e  s u r p r i s i n g  
t h i n g s  w e  found i n  t h e  p r o c e s s  of  do ing  t h i s  s u r v e y - - a t  l e a s t  
s u r p r i s i n g  t o  me--was t h e  emphasis  t h a t  peop le  on b o t h  s i d e s  p u t  on 
commitments and l o n g  l a g s  i n  o r d e r s  and p r o c e s s i n g .  One example of 
t h a t  was even  i n  s o f t  g o o d s - - c l o t h i n g  and t h a t  t y p e  of t h i n g .  The 
l a g s  a r e  a y e a r  o r  more,  growing o u t  o f  commitments and c o n t r a c t u a l  
o b l i g a t i o n s  t h a t  a r e  s t a n d i n g  i n  t h e  way o f  a d j u s t m e n t s  b e i n g  made 
even i n  t h e  f a c e  of more f a v o r a b l e  c o n d i t i o n s .  Now, t h e r e  i s  n o t h i n g
s p e c t a c u l a r  t h e r e - - n o  h a r d  e v i d e n c e - - b u t  a t  l e a s t  it i s  a b i t  o f  a n  
i n d i c a t i o n  t h a t  maybe t h e  t i d e  i s  t u r n i n g ,  n o t w i t h s t a n d i n g  t h e  
h o r r i b l e  J u l y  number and t h e  p r o s p e c t  f o r  t h e  t h i r d  q u a r t e r  a s  a whole 
s t i l l  p robab ly  b e i n g  p r e t t y  l o u s y .  

On t h e  i n f l a t i o n  s i d e ,  I have some o f  t h e  same conce rns  t h a t  
Bob P a r r y  and Tom Melzer t a l k e d  a b o u t .  Our f o r e c a s t  i s  one i n  which 
w e  have t h e  i n f l a t i o n  r a t e  rough ly  a h a l f  p e r c e n t a g e  p o i n t  h i g h e r  t h a n  
what i s  i n  t h e  Greenbook. I n  some s e n s e  t h a t  i s  n o t  a l t o g e t h e r
a l a r m i n g .  b u t  what b o t h e r s  m e  i s  t h a t  it wouldn’ t  t a k e  a whole heck o f  
a l o t  t o  make m e  want t o  mark up t h a t  p r i c e  f o r e c a s t .  Looking a round ,  
one o f  t h e  t h i n g s  t h a t  r e a l l y  h a s  d i s t u r b e d  m e  o f  l a t e  i s  t h i s  p a t t e r n  
t h a t  we s e e  i n  domest ic  au tomobi l e  p r i c e s - - F o r d ,  I guess  it was ,  l a s t  
week announcing p r i c e  i n c r e a s e s  on domest ic  models o f  up t o  9 p e r c e n t .
I n  t h e  c o n t e x t  of t h e  a n e c d o t a l  r e p o r t s  t h a t  peop le  have r e f e r r e d  t o ,  
I t h i n k  t h a t  i s ,  t o  some e x t e n t .  a m a t t e r  o f  c o n c e r n .  I n  t h e  s t a f f  
f o r e c a s t ,  by t h e  end o f  n e x t  y e a r  t h e y  have t h e  C P I ,  e x c l u d i n g  e n e r g y ,  
a t  4 - 1 / 2  p e r c e n t .  I d o n ’ t  know what t h e  t h r e s h o l d  i s  b u t  my hunch i s  
t h a t  i f  t h a t  were above 5 p e r c e n t .  o r  i f  t h e  d e f l a t o r  were above 4 
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percent, we would have a very, very difficult situation on our hands 

by the end of next year. In that setting I. too, don’t think that 

what we are seeing in the financial markets is completely irrational. 

There is some basis for concern there, notwithstanding the fact that, 

as Emmett Rice and others have said, there are some downside risks in 

the economy itself. It goes without saying that these patterns that 

we have seen in the last couple of weeks in the financial markets 

serve as a reminder of the vulnerabilities that are there--whether in 

terms of just volatility or these very, very sharp changes in 

financial asset prices over periods of weeks and months. That in 

itself has the potential to undermine confidence in ways that could be 

quite counterproductive in terms of economic performance. So, I can’t 

disregard what the financial markets are doing at all, and I think 

what they are saying is that you better be careful here boys. 


CHAIRMAN VOLCKER. Are you prepared to be careful, Mrs. Horn? 


VICE CHAIRMAN CORRIGAN. That was a [generic] term. 


MS. HORN. Well, taking off on that lead, the numbers in the 

Cleveland forecast look quite a bit like the Greenbook forecast. But 

perhaps, whereas I sense from the Greenbook that the Board staff tends 

to look at those numbers and see the glass as half full, I see the 

glass as half empty. I suppose that is a result number one, of the 

situation in the Fourth Federal Reserve District, and number two, of 

my growing disappointment that the expectations I had earlier in the 

year for lower interest rates, a higher stock market, and low oil 

prices coming through haven’t yet materialized. Or, if they have 

materialized, they haven’t been in the quantity that I expected. 


From the Fourth District vantage point I am unable to report

developments that suggest a step-up in the pace of expansion over the 

balance of the year. The flat economy has meant a flat capital goods

market and that is key for the Fourth District. Given that, together

with strong competition from imports, many District producers--notably

of steel--aretempering their optimism and are starting another wave 

of restructuring and serious consideration of cost cutting. I see 

this attitude not only in steel, but in autos, auto-related 

industries, machine tools--whatis left of them-and machinery-making

in general. Although we are not talking about declining production-­

things aren’t that bad--weare talking about decreasing market shares 

in intense competition. All of that is making people think about 

survival: about shutting down less efficient facilities and basically

consolidating and down-scaling operations generally. I don’t think 

the mood is bleak, but I think there is much less optimism on futures 

markets and the future ability to gain market share than there was, 

say, a year ago when there was more hope for what the exchange rate 

would do for our world in the Fourth Federal Reserve District. So, I 

would say that in this next year in the industrial Midwest--or what is 

left of it--wewould have a turbulent time, with the next steps being

toward restructuring. 


Businessmen and the directors in our District talk more and 

more about their disappointment with the budget process. I am not 

sure how to evaluate that because there are the two sides--oneis the 

deficit reduction and the other is the tax increase they are about to 

be hit with, or may be about to be hit with. That is something that I 

hear talked about more and more as time passes. I think the overall 
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effect of these factors is working in the direction of weakening the 
foundation for the expansion next year. With the additional drag on 
capital goods that we will see from the tax package, I see little 
likelihood of a strengthening in the traditional capital goods market. 
I don’t yet detect nervousness about inflation: people seem prepared 
to watch prices go up and attribute that to the end of the oil price
contribution to the indices. Cost control efforts really are already
intense and they will intensify. One could argue on the good side 
from that, but even among businessmen I find skepticism from pushing 
too hard or relying on that on the inflation front. Of course, on the 
inflation front, if the deficit is not going to be brought down then 
the load will fall once again on monetary policy. 

CHAIRMAN VOLCKER. Governor Angell. 


MR. ANGELL. I certainly welcome all the comments about 
market commodity prices. I would review just a minute by suggesting
that we have a severe commodity price deflation on our hands and I 
think it is encouraging that our accommodation of the world’s demand 
for financial assets has, in a sense, blunted this deflationary move. 
It seems to me that there are ample signs that the accommodation of 
this demand has worked. But it is very difficult to stop the 
deflationary move without creating some changes in expectations, which 
are most apt to show up in precious metal prices. And any index that 
has those precious metals in it is going to show that kind of 
movement, which I think is what you might expect. But the index 
numbers that I look at do not show any appreciable change. I think it 
would be appropriate for us to recognize that there is a tremendous 
supply side force out there in regard to commodity supplies worldwide. 
I don’t think that has changed. I would agree, however, that we are 
undoubtedly somewhat vulnerable to any outside force that might create 
a particular kind of shortage that might produce a price rise. It 
seems to me that Si Keehn had it exactly right when he said that this 
is probably the time to wait and see what happens. I am very
impressed by the fact that the United States and Canada now have the 
best record in year-over-yearwage changes. That is. our 3 percent 
wage increase, year-over-year,is only beaten by Canada’s 2.9 percent.
A couple of Scandinavian countries are very close, whereas many of our 
major trading partners are running much heftier wage rate increases. 
I am somewhat encouraged by those wage rate movements. which may
provide some stimulus abroad. That is, those wage rates along with 
their low inflation rates, it seems to me, are going to provide some 
real substance to better final demand in Germany and Japan. So I 
think that is encouraging. I am in tune with the staff’s forecast 
both for GNP and prices. I think there is a grave variation in terms 
of accuracy of these forecasts dealing with the inventory numbers and 
the export timing change, but I feel-

CHAIRMAN VOLCKER. Mr. Morris. 


MR. MORRIS. Mr. Chairman. I have sensed a change in the 

spirit of my directors and businessmen in New England in the last 

month. There is a much more upbeat feeling than there was in the 

summer. I find some evidence now that some of our high-tech companies

have begun to say that maybe the yen has gotten to a level where they 

can compete with the Japanese and they are planning to try to get back 

some of the market that they have lost to the Japanese in the past few 

years. It is the first sign of that sort that I have heard. 
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who has a very unusual company called 

and their sole business is making equipment and special 


He said 

that on what he calls his consumer products, are a very good

economic indicator: and he has noted that in the past two weeks they

have had a big increase in orders for the 


CHAIRMAN VOLCKER. American products? 


MR. MORRIS. American products. But he also sells abroad and 
his European orders are going up. too, for whatever that is worth. 
Boston seems to be the one exception in this downward trend in 
commercial office building. Our boom is still going on. I went to a 
meeting a week or so ago on new office buildings and hotels planned
for Boston and, despite the fact that we have a lot o f  space coming on 
stream in the next six to eight months, we still have a tremendous 
array of office buildings and hotels planned. It is sort of like 
Dallas and Houston used to be. I figure we’re going to have our glut
but it is a ways off. For people renting space in our building we 
have a new program in which we are trying to stretch out leases to 
nail down today’s high rental values because we would like to have 
everybody locked in when the glut hits. 

CHAIRMAN VOLCKER. That is a great expression of confidence 

about inflation as well as probably an escalator! Mr. Heller. 


MR. HELLER. I think we are making amazingly good progress

this late in the recovery. Overall, I agree with what most people

have said: that there is a more balanced economy than there was last 

year and very little in excesses actually developing. I agree with 

the staff that consumer spending is very well sustained and I think 

consumers are going to get a second wind next year when the tax cuts 

become effective. We see behavioral changes taking place already,

both in the financial markets and as far as planned purchasing is 

concerned. Investment will be slow in coming, but at least we have 

bottomed out. especially in the agricultural and energy area: so we 

don’t have any more drag from those sectors in the future. And the 

government deficit reduction program, disappointing as it is, will be 

a positive contribution that should be particularly good in the 

financial markets. 


I am less optimistic on the trade front. as I said 
previously. I think our exports won’t increase very rapidly but at 
least the erosion in GNP due to imports will tend to stop. So. 
overall. the export sector will tilt a bit more in our favor and that 
also reduces some of those imbalances. On the inflation front, I am 
amazed by the good news that came in this morning. It is very
heartening. And I fully agree with what Wayne was saying about wage
increases. When you look at the European wage increases, given the 
high unemployment rates, it is amazing that they are all running in 
the 5 percent range--muchabove the 3 percent range that we heard here 
in other comments before. Overall, I think it is a very satisfactory
performance with fewer imbalances than we have had in the past. 

CHAIRMAN VOLCKER. I don’t know about those wage increases: 

those wage increases are low but so is productivity. 
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MR. ANGELL. Productivity in the service sector is low but I 

don’t think we know how to measure it. Productivity in the goods

producing sector remains right at the 3.2 percent level that it has 

been at for some time. 


CHAIRMAN VOLCKER. Governor Seger 


MS. SEGER. I have just a couple of comments since I have 
heard just about everything said that I was going to say. In general,
I am probably a hair more pessimistic than the staff, primarily
because when I look at the auto industry I just have a feeling that we 
are going to give back more next year than the staff is assuming. I 
am impressed with the current sales level--nodoubt about that--which,
I guess, shows what low interest rates will do and how inattentive a 
lot of consumers are. But I think that this is not all a net gain. I 
think the give-back will show up, particularly in the first quarter.
A l s o ,  I am just very nervous about the impact of tax reform on a whole 
lot of things, but particularly on business spending on new plant and 
equipment and on office buildings which, of course, are already under 
the gun. I think that is just going to provide one more discouraging
influence. 

We have been talking about this trade turnaround for a number 

of months and expecting that to provide quite a bit of support for the 

economy, and I certainly hope that happens. But Senator Riegle sent 

me a little story which, with your permission I would like to tell, 

because I think it demonstrates how difficult it is to turn off the 

import competition. This involves one of his constituent companies 
o u t  in Michigan: they produce Being non-
mechanical, I have no idea what those are. by the way, but apparently

they are very important in the production of engines. The company

supplies parts for about three-fourths of the engines produced in this 

country and the Japanese had been their primary competition. They

have revamped their entire operation, they have spent heavily on R&D 

and on new equipment. etc., they have gotten wage concessions, and 

they have tried to imitate the Japanese in the labor-management

relationship. They have done remarkably well in dealing with the 

Japanese [competition] and they are now selling their main part for 
$ 5 . 5 0 .  Now, all of a sudden, the Koreans are calling on their major 
customers in this country and are offering them very similar products 

at $3.50. This isn’t something I picked up; it came from Don Riegle.

But I think it is very indicative of how tough this job is going to 

be, particularly when we haven’t seen the dollar deteriorate vis-a-vis 

the Korean currency. I just hope and pray that we can get some 

movement in the currencies of these newly industrialized countries. 

particularly in the Far East, or I don’t think we are going to see 

this big turnaround that we are counting on. Thank you. 


CHAIRMAN VOLCKER. You think that big improvement in 
[unintelligible]. How are they going to pay the interest on their 
debts? 

MS. SEGER. That’s somebody else’s problem. 


MR. ANGELL. I think we should note these prices are not 
[unintelligible]. 

MS. SEGER. No, they were for 
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MR. ANGELL. I t  must have been pe r  

MS. SEGER. 

CHAIRMAN VOLCKER. Anybody e l se  want t o  s a y  a n y t h i n g ?  

MR. J O H N S O N .  I guess  I shou ld  p u t  i n  my two c e n t s  wor th .  I 
r e a l l y  d o n ’ t  have much t o  add:  I t h i n k  everybody has  covered  most of  
t h e  b a s i c s .  

CHAIRMAN VOLCKER. From e v e r y  p o i n t  of v iew.  

MR. JOHNSON.  That  i s  r i g h t .  My own views a r e  n o t  t h a t  much 
d i f f e r e n t  from t h e  s t a f f ’ s ,  e i t h e r .  I am a l i t t l e  more p e s s i m i s t i c  on 
t h e  t r a d e  s i d e .  And l o o k i n g  a l i t t l e  f u r t h e r  down t h e  road i n  1 9 8 7 ,  I 
worry abou t  how t h i s  au tomobi l e  s i t u a t i o n  i s  f i n a l l y  go ing  t o  work 
i t s e l f  o u t .  They a r e  making a b i g  c o n t r i b u t i o n  i n  s a l e s  t h i s  q u a r t e r ,
which i s  go ing  t o  d r a i n  i n v e n t o r y  and have a f a i r l y  n e u t r a l  e f f e c t  on 
G N P .  Even i n  t h e  f o u r t h  q u a r t e r ,  it appea r s  t h a t  t h e i r  i n v e n t o r i e s  
a r e  go ing  t o  b u i l d  back  up because  t h e  i n c e n t i v e  programs w i l l  go o f f  
and demand w i l l  s l i d e .  What comes a f t e r  t h a t  i s  somewhat o f  a 
c o n c e r n .  Are t h e y  go ing  t o  c u t  p r i c e s ,  which d o e s n ’ t  appea r  t o  be  t h e  
c a s e .  o r  a r e  t h e y  go ing  t o  b u i l d  i n  deepe r  i n c e n t i v e  programs? How 
much have t h e y  borrowed from t h e  f u t u r e ?  My concern  i s  t h a t  t h e r e  may
be  some b i g g e r  p r o d u c t i o n  c u t b a c k s  ahead i n  a u t o s ,  pe rhaps  i n  t h e  1 9 8 7  
p e r i o d .  The numbers a r e  working o u t  about  r i g h t  f o r  1986,  it a p p e a r s .  

The t h i r d - q u a r t e r  t r a d e  j u s t  d o e s n ’ t  l o o k  l i k e  i t  i s  going  t o  
meet our  e x p e c t a t i o n s ,  a t  l e a s t  i f  t h e  J u l y  numbers a r e  h a l f  c o r r e c t .  
I r e a l i z e  t h e r e  i s  a gold  s a l e  phenomenon i n  t h e  a c c o u n t s  b u t  t h a t  
does n o t  make me f e e l  t h a t  comfor t ab le .  So I am a l i t t l e  more 
p e s s i m i s t i c ,  b u t  I do see a t u r n a r o u n d .  I d o n ’ t  t h i n k  you can  have  a 
d e p r e c i a t i o n  o f  t h e  d o l l a r  of  around 40 p e r c e n t  a g a i n s t  t h e  major
i n d u s t r i a l  c o u n t r i e s ’  c u r r e n c i e s  and n o t  s e e  some improvement.  I 
t h i n k  t h a t  we a r e  g e t t i n g  c l o s e  t o  t h e  peak o f  t h e  t r a d e  d e f i c i t  and 
t h a t  some improvement w i l l  s t a r t  showing up. If  it j u s t  s topped  
i n c r e a s i n g ,  we cou ld  s e e  a good improvement i n  t h e  GNP growth r a t e .  I 
am a l i t t l e  concerned .  t o o ,  a s  I have mentioned b e f o r e ,  about  some of 
t h e  changed environment  i n  t h e  f i n a n c i a l  s e c t o r .  I do t h i n k  a lor of 
it i s  a s s o c i a t e d  w i t h  t h e  t u r m o i l  ove r  who i s  go ing  t o  c o n t r i b u t e  t o  
world growth.  There  h a s  been a good b i t  o f  e x p e c t a t i o n  deve lop ing 

abou t  i n t e r e s t  r a t e  r e d u c t i o n s  i n  Europe and J a p a n ,  which h a v e n ’ t  

m a t e r i a l i z e d .  That  h a s  added t o  t h e  argument of  some p o l i c y  makers i n  

t h e  Uni ted  S t a t e s  t h a t  t h e  o n l y  way t o  s o l v e  t h e  t r a d e  d e f i c i t ,  a s  a 

r e s u l t  of t h i s  r e s i s t a n c e ,  i s  th rough  an e v e r  lower d o l l a r .  

Obvious ly ,  t h a t  i s  go ing  t o  c r e a t e  some a n t i c i p a t i o n  i n  t h e  f i n a n c i a l  

marke t s  t h a t  t r y i n g  t o  s o l v e  t h e  t r a d e  d e f i c i t  t h r o u g h  a s u b s t a n t i a l l y  

weaker d o l l a r  u l t i m a t e l y  cou ld  be i n f l a t i o n a r y .  I t h i n k  t h a t  i s  a 

f a c t o r  c o n t r i b u t i n g  t o  t h e  t u r m o i l  o f  f i n a n c i a l  m a r k e t s .  H o p e f u l l y ,  

if growth i s  s t r o n g e r  i n  Europe t h a n  w e  a r e  t h i n k i n g  t h a t  w i l l  improve 

t h e  s i t u a t i o n  and calm t h e  environment  a b i t  and e x p o r t s  w i l l  p i c k  up.  

I t h i n k  t h a t  i s  t h e  o n l y  t h i n g  t h a t  u l t i m a t e l y  i s  go ing  t o  calm t h a t  

envi ronment .  The o u t l o o k  d o e s n ’ t  l o o k  t h a t  good i n  Japan :  I t h i n k  we 

have t o  p l a c e  most of  our  hopes  on Europe and hope t h a t  Germany i s  

r i g h t  u n l e s s  t h e y  a r e  p l a n n i n g  t o  r educe  t h e i r  i n t e r e s t  r a t e s  a l i t t l e  

l a t e r .  Maybe t h i s  European e x e r c i s e  t o  s u p p o r t  t h e  d o l l a r  w i l l  h e l p 

b u t  I am s t i l l  concerned abou t  t h e  mechanics  of t h a t  and how t h a t ’ s  

a l l  go ing  t o  work o u t .  That  i s  my two c e n t s .  
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CHAIRMAN VOLCKER. M r .  Kohn 

MR. KOHN. [ S t a t e m e n t - - s e e  Appendix.]  Thank you ,  M r .  
Chairman. 

CHAIRMAN VOLCKER. L e t ’ s  b reak  f o r  d o n u t s .  

[Coffee  break1  

CHAIRMAN VOLCKER. When I l o o k  a t  t h i s  economic f o r e c a s t  of 
t h e  s t a f f ,  I d o n ’ t  know how good it i s  a s  a f o r e c a s t ,  b u t  it l o o k s  t o  
me i n  a l e s s  t h a n  p e r f e c t  wor ld  t o  be about  a s  good an outcome a s  one 
cou ld  wish  f o r .  I t  h a s  a n i c e  t a p e r i n g  o f f  of  domest ic  demand, a good
b o o s t  from t h e  e x p o r t  s i d e ,  r e a l  p r o g r e s s  toward o u r  l o n g e r - r a n g e
o b j e c t i v e s  and w e  e scape  w i t h o u t  t o o  much i n f l a t i o n a r y  p r e s s u r e .  S o ,  
if we can  a c h i e v e  t h a t  r e s u l t  w e  would be  f i n e .  Now, t h e  q u e s t i o n  i s :  
How do w e  a c h i e v e  t h a t  r e s u l t ?  I w i l l  j u s t  make a f o r e c a s t  t h a t  w e  
a r e  n o t  go ing  t o  have v e r y  s t a r t l i n g  p o l i c y  moves a r i s i n g  o u t  o f  t h i s  
m e e t i n g ,  s o  I would be g l a d  t o  h e a r  abou t  your  nuances .  You can  prove 
me a l l  wrong. Who would l i k e  t o  comment? M r .  M o r r i s .  

MR.  MORRIS. Wel l .  I have a l i t t l e  nuance ,  M r .  Chairman. I 
a g r e e  w i t h  you t h a t  we a r e  s o r t  of l ocked  i n t o  a no-change s i t u a t i o n  
h e r e  a t  t h e  moment, b u t  I am concerned abou t  t h e  i n c r e a s e  i n  l i q u i d i t y
t h a t  w e  a r e  b u i l d i n g  i n t o  t h e  sys tem h e r e .  I f  you look  a t  t h e  
s e c u r i t y  h o l d i n g s  of  t h e  commercial  banks ove r  t h e  p a s t  f o u r  months,  
t h e y  have  r i s e n  by $ 3 1  b i l l i o n  of  which $21 b i l l i o n  i s  i n  government
s e c u r i t i e s .  S o ,  w i t h  l o a n  demand so  weak, we a c t u a l l y  a r e  pumping i n  
r e s e r v e s  and t h e  banks a r e  p l a c i n g  them i n  f a i r l y  l i q u i d  form. I t  
seems t o  m e  t h a t  i f  we e v e r  do g e t  t h e  economy r e a c c e l e r a t i n g  t h a t  we 
a r e  go ing  t o  have t o  l e a n  a g a i n s t  t h i s  l i q u i d i t y  growth a t  a f a i r l y  
e a r l y  s t a g e .  A t  t h e  moment I would s u p p o r t  a l t e r n a t i v e  B .  

CHAIRMAN VOLCKER. That  d o e s n ’ t  sound t o o  nuanced.  Mr. 
Melze r .  

MR. MELZER. I a l s o  would f a v o r  a l t e r n a t i v e  B .  P o l i c y  h a s  
been moving i n  one d i r e c t i o n  f o r  some p e r i o d  of  t i m e  and I d o n ’ t  t h i n k  
i t ’ s  a p p r o p r i a t e  t o  t u r n  i t  around on a dime. I have some c o n c e r n s ,  
a s  you know, about  some of t h e  developments  on t h e  i n f l a t i o n  and 
i n f l a t i o n a r y  e x p e c t a t i o n s  f r o n t .  Looking down t h e  r o a d ,  I t h i n k  w e  
have t o  be mindfu l  of  t h e  f a c t  t h a t  t h e  o p e r a t i n g  regime t h a t  we a r e  
p u r s u i n g  now p r o v i d e s  t h e  r e s e r v e s  t h a t  a r e  demanded, s o  p r e s s u r e s  
a r e n ’ t  r e a l l y  go ing  t o  show up i n  t h e  funds  r a t e .  A f t e r  t h i n g s  have 
had t i m e  t o  s e t t l e  o u t - - a n d  I guess  by t h a t  I mean t h e  effects  o f  t h e  
d e c l i n e  i n  i n t e r e s t  r a t e s  and so  f o r t h ,  a l l  t h i n g s  b e i n g  e q u a l  i n  
t e rms  of t h e  economy-- i f  w e  d o n ’ t  b e g i n  t o  s e e  some of  t h e  s lowing  i n  
t h e  a g g r e g a t e s  t h a t  Don has  r e f e r r e d  t o ,  t h e n  I t h i n k  w e  have t o  be  
p repa red  t o  move t o  a f i r m e r  s t a n c e .  A s  I s a y ,  t h e  p r e s s u r e s  a r e  n o t  
go ing  t o  show up i n  t h e  funds  r a t e ,  and I t h i n k  we cannot  c o n t i n u e  t o  
p r o v i d e  r e s e r v e s  a t  t h e  r a t e  w e  have been under  t h e  c i r c u m s t a n c e s  I 
j u s t  b rough t  up .  

CHAIRMAN VOLCKER. M r .  P a r r y .  

MR. PARRY. A l t e r n a t i v e  B would be my c h o i c e .  We have been 
e x p e c t i n g  t h e  fundamenta ls  t o  produce a p ickup i n  economic a c t i v i t y ,
and i t  a p p e a r s  from t h e  r e c e n t  d a t a  t h a t  t h a t  i s  o c c u r r i n g .  A t  t h e  
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same t i m e ,  I t h i n k  f i n a n c i a l  marke t s  a r e  concerned  abou t  i n f l a t i o n  and 
t h e  e f f e c t s  of  a p a r t i c u l a r l y  e a s i e r  p o l i c y  on l o n g - t e r m  r a t e s  and t h e  
v a l u e  o f  t h e  d o l l a r  would be a d v e r s e  a t  t h i s  p o i n t .  I s h a r e  Tom’s 
concern  abou t  o v e r s h o o t i n g  our  t a r g e t s  f o r  M2 and M3. If I had t o  
i n t r o d u c e  a nuance ,  it would be a t  l e a s t  i n  t e r m s  o f  v e r b i a g e  l e a n i n g  
s l i g h t l y  toward g r e a t e r  r e s t r i c t i v e n e s s .  

CHAIRMAN VOLCKER. Mr. B lack .  

MR. BLACK. Mr. Chairman. I would f i r s t  l i k e  t o  endor se  your  
s t a t e m e n t  t h a t  t h i s  would be  a p r e t t y  d a r n  f a v o r a b l e  o u t l o o k .  I n  
p a r t i c u l a r ,  c o n s i d e r i n g  t h a t  t h i s  i s  t h e  f i f t h  y e a r  of an economic 
upswing I d o n ’ t  t h i n k  we would have expec ted  t o  have done any b e t t e r  
t h a n  t h a t .  A s  I i n d i c a t e d  e a r l i e r .  I t h i n k  t h e  b i g g e s t  r i s k  i s  t h e  
p o s s i b i l i t y  t h a t  t h i s  p r e s e n t  pessimism t h a t  we have i n  t h e  bond 
marke t s  w i l l  g a i n  momentum, w i t h  l o n g - t e r m  i n t e r e s t  r a t e s  back ing  up
f u r t h e r .  Obv ious ly ,  t h a t  would n o t  be  a v e r y  h e a l t h y  development from 
t h e  s t a n d p o i n t  of  t h e  domes t i c  o u t l o o k .  I t h i n k  a l o t  o f  t h e  concern  
i n  t h e  market  i s  stemming from some reduced hope t h a t  t h e  Gramm-Rudman 
p rocedures  and t h e  r e d u c t i o n  i n  t h e  d e f i c i t  w i l l  be p o s s i b l e .  There  
i s  c e r t a i n l y  n o t h i n g  w e  can  do about  t h a t  f rom t h e  s t a n d p o i n t  of 
monetary p o l i c y ,  b u t  I t h i n k  some of  t h e s e  developments  c l e a r l y  stem 
from a change i n  a t t i t u d e s  and a f e e l i n g  t h a t  t h e r e  h a s  been a n  
i n c r e a s e  i n  t h e  p o s s i b i l i t y  o f  i n f l a t i o n .  I t h i n k  t h a t  s t e m s ,  i n  
t u r n .  f rom a t  l e a s t  two f a c t o r s .  One i s  t h e  r e c e n t  a c t i o n  o f  OPEC: 
b u t  I t h i n k  it i s  a l s o  p robab ly  n o u r i s h e d  by some growing u n e a s i n e s s  
abou t  t h e  s u b s t a n t i a l  growth i n  money and l i q u i d i t y  t h a t  w e  have 
p rov ided  r e c e n t l y  f rom t h e  h i g h l y  p u b l i c i z e d  moves of t h e  System
toward g r e a t e r  accommodation. S o ,  I t h i n k  t h i s  i s  a t i m e  when we 
r e a l l y  ought  t o  pause  and t a k e  s t o c k  and convey a p o s t u r e  of c a u t i o n  
t o  b o t h  f i n a n c i a l  marke t s  and t o  t h e  p u b l i c  i n  g e n e r a l ,  and I would 
f a v o r  a l t e r n a t i v e  B .  

CHAIRMAN VOLCKER. M r .  S t e r n .  

MR. STERN. I .  t o o ,  f a v o r  a l t e r n a t i v e  B .  L ike  s e v e r a l  
o t h e r s ,  I must s a y  I am t r o u b l e d  by what has  happened i n  t h e  bond 
market  i n  r e c e n t  weeks.  I t  seems t o  m e  t h a t ,  f o r  whatever  r e a s o n s .  
t h e r e  h a s  been some d e t e r i o r a t i o n  i n  i n f l a t i o n a r y  e x p e c t a t i o n s ,  a s  M r .  
Melzer  and o t h e r s  have s u g g e s t e d .  Beyond a l t e r n a t i v e  B ,  and maybe by 
way o f  a nuance ,  I t h i n k  we need t o  f i n d  some way t o  s i g n a l  more 
c l e a r l y  t o  t h e  marke t s  t h a t  we have a mechanism i n  p l a c e  t h a t  w i l l  
e n a b l e  us t o  r e spond ,  shou ld  t h a t  become n e c e s s a r y .  w i t h  a somewhat 
more r e s t r i c t i v e  p o l i c y .  I t h i n k  w e  w i l l  need some accompanying
language  i n  t h e  d i r e c t i v e  t o  make t h a t  c l e a r .  I t  seems t o  m e  t h a t  
such  a s t a n c e  would h e l p  t o  a s s u r e  marke t  p a r t i c i p a n t s  and pe rhaps
would be  p o s i t i v e  i n  terms o f  i t s  u l t i m a t e  impact  on l o n g - t e r m  
i n t e r e s t  r a t e s :  it a l s o  would be d e s i r a b l e  f rom t h e  p e r s p e c t i v e  of t h e  
way f i s c a l  p o l i c y  i s  t u r n i n g  o u t .  I must s a y  t h a t  t h a t  s i t u a t i o n  
l o o k s  worse t h a n  even I t h o u g h t  it would b e ,  and I have been 
p e s s i m i s t i c  a l l  a l o n g .  S o .  I would s a y  t h a t  w h i l e  a l t e r n a t i v e  B i s  a 
f i n e  s t a r t i n g  p o i n t ,  we need t o  t h i n k  a l i t t l e  more abou t  t h e  p r o c e s s
by which we respond t o  t h e  b e h a v i o r  of M2 and M3 i n  t h i s .  

CHAIRMAN VOLCKER. If I can  j u s t  i n t e r r u p t  a second:  There  
has  been a l o t  o f  t a l k  abou t  t h e  f i s c a l  s i t u a t i o n .  I d o n ’ t  know 
wha t ’ s  o p t i m i s t i c  and wha t ’ s  p e s s i m i s t i c .  I t h i n k  i t ’ s  Mickey Mouse 
what t h e y  a r e  go ing  t h r o u g h  t o  g e t  $154 b i l l i o n :  it i s n ’ t  r e a l i s t i c .  
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But I guess I would just as soon that they didn’t get to $154 billion 
from $220 billion all in one fell swoop. If you believe the staff 
forecast, which is what?--$225 billion to $177 billion--that doesn’t 
sound too bad to me as a change from a year ago. It’s not quite $50 
billion less but $40  billion or so anyway. 

MR. JOHNSON. $230 billion is about the forecast. 


CHAIRMAN VOLCKER. Oh, I thought the forecast was about $225 

billion--whatever. That may be about as much as it should be in one 

year in my view, if you really believe that number. Now. I don’t know 

how solid that number is: I would guess it may be higher than that, I 

suppose. However, what do you allow for in the farm program? 


MR. KICHLINE. It was $32 billion last year and we have $26 

or $27 billion in fiscal 1987: the Administration has something like 

$18 billion. 


CHAIRMAN VOLCKER. Well. good luck. 


MR. JOHNSON. That’s a good point. The smoke and mirrors 

that they are going through right now likely will add to that $50 

billion and-­ 


CHAIRMAN VOLCKER. If you believe the $50 billion. I don’t 

think it’s all that bad. But I don’t fully believe the $50 billion. 


VICE CHAIRMAN CORRIGAN. As far as a lot of the markets are 

concerned the smoke and mirrors, to use Governor Johnson’s term, just

reinforce the out-year problem. I think that’s what nagging at-­ 


CHAIRMAN VOLCKER. Some day they may have to think about even 
increasing taxes: maybe that’s what you go through to prove you can’t 
reduce expenditures. I don’t want to get off on this subject. Mr. 
Forrestal. 

MR. FORRESTAL. I, too, would support alternative B. Mr. 
Chairman. without any nuance at all. I think we are at a point in 
time where we need to pause in monetary policy. As we pointed out,
the numbers coming in are not all that bad: the forecast is a 
reasonably good one. And, while I don’t think that markets are 
infallible, I think that we do have to pay some attention to what has 
been going on in the markets recently. To ignore the steepening of 
the yield curve would be perilous for us, but I think we need to stop
and assess the situation for another three or four weeks and let 
previous actions work their way through and hope that we get the kind 
of improvement that we want. One of the things that may be bothering
the markets as much as inflationary expectations is their feeling that 
we have not only abandoned M1 but that perhaps we are in the process
of setting aside monetary targeting all together. I think the markets 
are asking what kind of an intermediate target we have, and I think 
that is something we will perhaps have to take into account. I don’t 
have any answers, certainly, at this point. but I think this kind of 
pause is desirable. S o .  I would favor alternative B with borrowing at 
around the level of $300 million. 

CHAIRMAN VOLCKER. Mr. Boehne. 
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MR. BOEHNE. I a m  f o r  a l t e r n a t i v e  B w i t h o u t  any nuances .  But 
t h a t  i s  a g a i n s t  t h e  background t h a t  we have been on a one-way s t r e e t  
toward e a s e .  We have pumped i n  a huge amount o f  l i q u i d i t y  by t h e s e  
v a r i o u s  measures  t h a t  we l o o k  a t  i n  t e r m s  of t h e  M s  and r e s e r v e s  and 
c r e d i t - - a l t h o u g h  some of t h o s e  can  be "funny" numbers. But t h e  
c o n c l u s i o n  i s  t h a t  we have p u t  i n  a l o t .  We can  a n a l y z e  what t h e  
market  i s  t e l l i n g  u s ,  b u t  I t h i n k  t h e y  know t h a t  i t ' s  a l o t  e a s i e r  f o r  
a c e n t r a l  bank t o  e a s e  t h a n  t o  t i g h t e n .  and t h e y  may b e  b e g i n n i n g  t o  
wonder how much we a r e  going  t o  ove r shoo t  and whether  we w i l l  have t h e  
k ind  o f  backbone,  when t h e  t i m e  comes, t o  show t h a t  w e  can  o p e r a t e  
monetary p o l i c y  on a two-way s t r e e t .  I t h i n k  f o r  now we shou ld  s t a y
where we a r e  b u t  we ought  t o  b e g i n  t o  t h i n k  abou t  what might  happen t o  
a l l  o f  t h i s  l i q u i d i t y  and bow we might d e a l  w i t h  i t .  

CHAIRMAN VOLCKER. Mr. Keehn. 

MR. KEEHN. I would j o i n  t h o s e  i n  f a v o r  o f  a l t e r n a t i v e  B 
w i t h o u t  a t i l r  one way o r  a n o t h e r .  I t  seems t o  m e  t h a t  t h e r e  a r e  
c o n f l i c t i n g  t r e n d s  r e g a r d i n g  t h e  s t r e n g t h  of  t h e  economic o u t l o o k  and 
c o n f l i c t i n g  t r e n d s  w i t h  r e g a r d  t o  t h e  i n f l a t i o n a r y  s i t u a t i o n .  To a 
l a r g e  e x t e n t  we have done our  t h i n g  o v e r  t h e  l a s t  f e w  months.  

C l e a r l y ,  t h e  marke t s  a r e  b e g i n n i n g  t o  res i s t  t h e s e  changes .  Perhaps 

t h e  d e c i s i o n  r h e  n e x t  t i m e  i s  go ing  t o  be  h a r d e r  t h a n  it i s  t h i s  t i m e :  

b u t  f o r  now I would s imply  s t a n d  back and see how e v e n t s  d e v e l o p .  


CHAIRMAN VOLCKER. Mrs. Horn. 

MS. HORN. I am f o r  a l t e r n a t i v e  B .  A s  we have been e a s i n g  
p o l i c y  ove r  t i m e ,  w i t h  each  subsequen t  move we have i n c r e a s i n g l y  asked 
o u r s e l v e s  t h e  q u e s t i o n :  Can monetary p o l i c y  r e a l l y  h e l p  t h e  s i t u a t i o n  
of  t h e  imbalances  and so  f o r t h ?  For t h e  l a s t  coup le  of moves, which I 
have been i n  f a v o r  o f ,  I have found it h a r d e r  t o  answer t h e  q u e s t i o n  
t h a t  monetary p o l i c y  w i l l  h e l p .  I t h i n k  we p robab ly  have gone about  
a s  f a r  we can  w i t h  monetary p o l i c y  and now it  i s  t i m e  t o  s t o p  and 
watch t h e  deve lopments .  

CHAIRMAN VOLCKER. With no nuances?  

MS. HORN. No nuances .  

CHAIRMAN VOLCKER. Governor A n g e l l .  

MR. ANGELL. A l t e r n a t i v e  B .  

MS. SEGER. A l t e r n a t i v e  B s t r a i g h t .  

CHAIRMAN VOLCKER. Governor R i c e .  

MR. R I C E .  I w i l l  j o i n  t h e  l a n d s l i d e .  A l t e r n a t i v e  B ,  no 
nuances .  

CHAIRMAN VOLCKER. M r .  Boykin.  

MR. B O Y K I N .  My view i s  t h e  same, " B . "  

MR. JOHNSON.  I am i n  f a v o r  of a l t e r n a t i v e  B .  I ' m  t o r n  about  
nuances .  I wou ldn ' t  mind hav ing  some l anguage  d e s c r i b i n g  why w e  a r e  
paus ing  and s e e k i n g  no change - - l anguage  t h a t  would be a s s o c i a t e d  w i t h  
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t h e  y i e l d  c u r v e  and w i t h  commodities and t h e  d o l l a r  t o  a t  l e a s t  
p r o v i d e  some s o r t  o f  c r i t e r i a  f o r  a g u i d e l i n e .  Somebody e l s e  
ment ioned t h e  f a c t  t h a t  one problem i s  t h a t  peop le  a r e  s t a r t i n g  t o  
wonder i n  t h e  f i n a n c i a l  marke t s  what t h e  g u i d e p o s t s  a r e .  They d o n ' t  
t h i n k  t h a t  w e  a r e  pay ing  t h a t  much a t t e n t i o n  t o  t h e  a g g r e g a t e s .  which 
we a r e  n o t ,  and I t h i n k  we ought  a t  l e a s t  t o  t e l l  them what i s  
i m p o r t a n t  L O  us t o  some e x t e n t .  I d o n ' t  know q u i t e  how t o  e n g i n e e r
t h a t  l a n g u a g e ,  b u t  I t h i n k  it would be  u s e f u l .  

CHAIRMAN VOLCKER. Governor W a l l i c h .  

MR. WALLICH. Wel l ,  hav ing  hea rd  p e o p l e ,  I have come t o  t h e  
c o n c l u s i o n  t h a t  a l t e r n a t i v e  C i s  what we a r e  a f t e r .  

CHAIRMAN VOLCKER. You want t o  t i g h t e n  up a l i t t l e ?  

MR. WALLICH. If you have t o  do someth ing ,  you do someth ing .  

CHAIRMAN VOLCKER. M r .  Guffey.  

MR. GUFFEY. I w i l l  j o i n  t h o s e  who p r e f e r  "B" n o t w i t h s t a n d i n g  
some o f  t h e  comments I made e a r l i e r  i n  t h e  d i s c u s s i o n  w i t h  r e s p e c t  t o  
M2 and M3 and t h e  concern  t h a t  we shou ld  be  e x p r e s s i n g  t o  t h e  marke t ,  
e i t h e r  v e r b a l l y  o r  o t h e r w i s e ,  t h a t  w e  a r e  n o t  abandoning t h e  
a g g r e g a t e s .  I s h a r e  some o f  t h o s e  f e e l i n g s ,  b u t  if we a r e  going  t o  
rock  a l o n g  a t  2 - 1 1 2  o r  3 p e r c e n t  growth ,  I would h a t e  t o  be  f o c u s i n g  
on M2 and M3 go ing  m a r g i n a l l y  above t h e  t o p  of  t h e i r  r ange  and t a k e  
some a c t i o n  t o  t i g h t e n  up.  S o ,  I conclude  t h a t  "B" i s  t h e  a p p r o p r i a t e  
c o u r s e  now and I would n o t  be v e r y  r e c e p t i v e  t o  any movement i n  t h e  
p e r i o d  ahead if M2 and M3 a r e  go ing  t o  exceed t h e i r  t a r g e t s  i n  j u s t  a 
m a r g i n a l  way. 

CHAIRMAN VOLCKER. M r .  C o r r i g a n .  

V I C E  CHAIRMAN CORRIGAN.  I w i l l  go f o r  "B" b u t  I have a 
nuance .  I t ' s  a l i t t l e  more t h a n  a nuance.  I t h i n k  a t  t h i s  j u n c t u r e  
t h a t  we have t o  be p repa red  t o  pave t h e  way f o r  t h e  p o s s i b i l i t y  t h a t  
we might  have t o  t i g h t e n .  Paving t h e  way d o e s n ' t  mean t h a t  we have t o  
go down t h a t  road :  b u t  t o  be p o s i t i o n e d  t o  do t h a t  if t h e  need a r i s e s  
s t r i k e s  me a s  i m p o r t a n t .  S o ,  I would l e a n  a l i t t l e  i n  t h a t  d i r e c t i o n .  
The q u e s t i o n  of what w e  would do ove r  t h e  b a l a n c e  of t h e  y e a r  i f  M2 
and M3 b u r s t  o u t  on t h e  u p s i d e  of t h o s e  r anges  i s  a q u e s t i o n  t h a t  has  
t o  b e  f a c e d .  We d o n ' t  have t o  f a c e  it d e c i s i v e l y  r i g h t  now, b u t  I 
t h i n k  we have t o  have t h a t  p o s s i b i l i t y  i n  mind. I .  f o r  o n e ,  t h i n k  
t h a t  w e ' l l  be f a c e d  w i t h  t h a t  s i t u a t i o n :  we a r e  n o t  go ing  t o  be a b l e  
t o  sweep it under  t h e  rug .  

po l i cy1  . CHAIRMAN VOLCKER. I d o n ' t  know what a l l  t h a t  means [ f o r  

V I C E  CHAIRMAN CORRIGAN.  I t  means "B" w i t h  a l i t t l e  b i a s  i n  
t h e  d i r e c t i o n  o f  snugger  r a t h e r  t h a n  e a s i e r .  

MR. BLACK. I t  p robab ly  means more emphasis  on "woulds" t h a n  
"mights  ." 

V I C E  CHAIRMAN CORRIGAN.  More emphasis  on what?  
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MR. BLACK. On "woulds" than "mights." 


CHAIRMAN VOLCKER. Mr. Heller. 


MR. HELLER. Alternative B without comment or reservations. 


CHAIRMAN VOLCKER. I better read what alternative B says.

Well, something like $300 borrowing is fine and I don't have any

problems with alternative B. The question is what happens if, let's 

say, the business situation goes along pretty much as expected but the 

monetary numbers continue to run high or the dollar is weak, and 

[unintelligible] are weak. To use a word I picked up from Mr. 
Sprinkel in a different context when he made a comment about the 
business outlook gathering strength--that'snot what I am referring 
to--wedo expect that the inflation rate is going to "ooze up." The 
question that I raise is: Under what conditions should borrowings ooze 
up? 

MS. SEGER. Hasn't he been expecting that for three years,

though? 


CHAIRMAN VOLCKER. I think it's [unintelligible] the oozing 

up word. 


MR. BLACK. What kind of increments are we going to use to 
measure ooze, Mr. Chairman--$50million, $ 2 5  million? 

CHAIRMAN VOLCKER. Well, we have the current problem that the 
borrowings are so low that every time something unusual happens they 
get higher. The first question is whether we are bothered by that: 
I'm not. If somebody's computer goes out or they get caught late in 
the day by some withdrawals or something what do we do? Leaning over 
backwards to try to offset that seems not to be the order of the day.
We haven't been doing that and I would think that we don't want to do 
that. We don't do anything at the moment but the question is beyond
that. A number of people raised the issue of liquidity. If, for 
instance, the aggregates continue to run pretty high--higherthan what 
alternative B straightforwardly suggests--andthe business news 
continues reasonably on the firm side and let's say, just to put
another thing in, that the dollar doesn't look all that great. should 
we ooze up on the borrowings more or less deliberately? I interpret
what some people said as certainly in that direction. but I am not 
sure about the others. Many people just said they were neutral. I 
don't know what they meant by neutral. That's what a straightforward
interpretation of the directive permits. 

MR. JOHNSON. My interpretation is not so much that I think 
how much attention we pay to the aggregates still depends on what 
velocity is doing: it's whether the economy seems to be catching on in 
the face of growth in the aggregates. I am not that troubled by the 
aggregates performing strongly. If we have another huge negative
velocity number, I think the third quarter is going to come in about 
like the second quarter. Given evidence of that, if commodity prices
kept rising and the yield curve kept steepening and the dollar was 
still under pressure, that would be criteria for oozing up the 
borrowings a little in my opinion. 



9 12 3 186 - 3 7 -

CHAIRMAN VOLCKER. Well, it would i n  mine ,  t o o .  I d o n ' t  know 
whether  I would n e c e s s a r i l y  e x p e c t  t h e  y i e l d  cu rve  t o  c o n t i n u e  t o  
r i s e :  it might  o r  might  n o t .  But a s e n s e  o f  i n f l a t i o n a r y  e x p e c t a t i o n s  
would be  a f a c t o r ,  however measured.  I n  t h o s e  c o n d i t i o n s ,  w i t h  t h e  
a g g r e g a t e s  runn ing  h i g h ,  I would ooze a b i t .  

ML. JOHNSON. Are you s u g g e s t i n g  t h a t  w e  have a $300 m i l l i o n  
t a r g e t  t h a t  we  j u s t  [ u n i n t e l l i g i b l e ] ?  Are you s a y i n g  t h a t  we work 
h a r d e r  n o t  t o  o f f s e t  t h e s e  o t h e r  l e a k a g e s ?  

CHAIRMAN VOLCKER. Well. I wouldn ' t  o f f s e t  t h o s e  r i g h t  now. 
I f i g u r e  a c t u a l l y  changing  [bor rowings]  a l i t t l e .  n o t  v e r y  much. 
Oozing i s  meant t o  convey t h a t  you l e a n  w i t h  a s l i g h t  d r i f t ,  which 
wou ldn ' t  c a r r y  bor rowings  above $400 m i l l i o n ,  I d o n ' t  t h i n k .  But you 
might  ooze by l e s s  t h a n  t h a t .  

MR. J O H N S O N .  So y o u ' r e  j u s t  s a y i n g  l e a v e  some d i s c r e t i o n  on 
t h e  bo r rowings .  

CHAIRMAN VOLCKER. Y e s .  and mos t ly  on t h a t  s i d e .  I s e e  i t  
l e s s  l i k e l y ,  g iven  where bor rowings  a r e  now, t h a t  we would want t o  
ooze on t h e  down s i d e .  

MR. ANGELL. I c e r t a i n l y  b e l i e v e  if commodity p r i c e s  were t o  
make a move upward by a s i g n i f i c a n t  amount. [ p r e c i p i t a t e d ]  by some 
u n f o r e s e e n  e v e n t ,  t h a t  it would r e q u i r e  us  t o  l o o k  more c a r e f u l l y  a t  
t h e  monetary a g g r e g a t e s  and t o  t i g h t e n  s l i g h t l y :  and I would t a k e  t h e  
bor rowing  up t o  $ 4 0 0  m i l l i o n .  I d o n ' t  know how l i k e l y  it i s  t h a t  t h a t  
even t  i s  go ing  t o  o c c u r ,  b u t  I t h i n k  it would be  a p p r o p r i a t e  f o r  us  t o  
have a n  u n d e r s t a n d i n g  t h a t  a move would t a k e  p l a c e  if it needs  t o .  

MR.  J O H N S O N .  Well, what i s  " C " ?  I d o n ' t  want t o  ooze i n t o  
a l t e r n a t i v e  C .  

MR. MORRIS.  One way of do ing  i t ,  Mr. Chairman. u s i n g  l a s t  
mon th ' s  d i r e c t i v e .  i s  t o  change "somewhat g r e a t e r  o r  l e s s e r  r e s e r v e  
r e s t r a i n t "  s imply  t o  "somewhat g r e a t e r  r e s e r v e  r e s t r a i n t  ,"  i n d i c a t i n g  
a b i a s .  

CHAIRMAN VOLCKER. T h a t ' s  t h e  k ind  of  t h i n g  w e  cou ld  do .  

MR.  ANGELL. I am n o t  s u r e  t h a t  w e  want t o  have g r e a t e r  
r e s e r v e  r e s t r a i n t .  I d o n ' t  want g r e a t e r  r e s e r v e  r e s t r a i n t  r i g h t  now. 
I would o n l y  want it under  c e r t a i n  s p e l l e d - o u t  c o n d i t i o n s .  

CHAIRMAN VOLCKER. Y e s .  s p e l l  o u t  a l l  t h e  c o n d i t i o n s  i n  g r e a t
d e t a i l .  If w e  can g e t  a s e n s e  of  t h a t  and t h e n  do i t - - .  I am 
assuming t h e r e  i s  no change now from what w e  have been d o i n g ,  r i g h t  a t  
t h e  moment. 

MR. MORRIS.  We would have b u t  one d i r e c t i o n  of ooze .  

CHAIRMAN VOLCKER. We cou ld  have a n o t h e r  d i r e c t i o n  o f  ooze i f  
someth ing  went wrong. If t h e  economy was c l e a r l y  weak. t h e  d o l l a r  was 
c l e a r l y  s t r o n g ,  and t h e  a g g r e g a t e s  were behaving  j u s t  f i n e ,  we would 
move i n  t h e  o t h e r . d i r e c t i o n .  

V I C E  CHAIRMAN CORRIGAN.  The anatomy o f  a n  ooze .  
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MR. BLACK. But you wou ldn ' t  go a s  f a r  a s  "C" because  t h a t  
would be  a t r i c k l e  i n s t e a d  o f  an o o z e .  

MR. ANGELL. The marke t s  would i n t e r p r e t  t h a t  a s  more t h a n  a 
t r i c k l e - .  

SPEAKER(?). If t h e  y i e l d  cu rve  s t e e p e n e d ,  p o l i c y  would be  
t i g h t e r .  

CHAIRMAN VOLCKER. You may g e t  some argument about  t h a t .  

VICE CHAIRMAN CORRIGAN. [It cou ld ]  go t h e  o t h e r  way f i r s t .  
[ U n i n t e l l i g i b l e ]  what we c a r e  a b o u t .  

CHAIRMAN VOLCKER. I am n o t  t a l k i n g  abou t  a n y t h i n g  t h a t  w i l l  
be a v e r y  o v e r t  move. Anything w e  a r e  t a l k i n g  abou t  i s  w i t h i n  t h e  
range  o f  n a t u r a l  f l u c t u a t i o n  anyway. b u t  i t ' s  a l i t t l e  s e n s e  of where 
w e  a r e  a iming  ove r  t i m e  and i n  c e r t a i n  c o n t i n g e n c i e s .  Why d o n ' t  w e  
j u s t  l o o k  a t  t h e  wording and t h a t  w i l l  r e s o l v e  t h e  problem: "Main ta in  
t h e  e x i s t i n g  d e g r e e  o f  p r e s s u r e  on r e s e r v e  p o s i t i o n s .  T h i s  a c t i o n  i s  
expec ted  t o  be c o n s i s t e n t  w i t h  growth i n  M 2 - - "  What numbers do w e  
have h e r e ?  

MR. ANGELL. We had 7 t o  9 p e r c e n t  t h e  l a s t  t i m e .  

MR. GUFFEY. T h a t ' s  s t i l l  okay 

MR. ANGELL. I would t h i n k  so. 

CHAIRMAN VOLCKER. Is 7 p e r c e n t  t o o  low o r  n o t  a s  an 
e s t i m a t e  ? 

MR. ANGELL. I t h i n k  7 t o  9 p e r c e n t  i s  f i n e .  

CHAIRMAN VOLCKER. Wel l ,  t h e  midpoin t  i s  8 p e r c e n t :  7 t o  9 
p e r c e n t  encompasses t h e  m i d p o i n t .  We won' t  s a y  " r e s p e c t i v e l y : "  we 
j u s t  s a y - -

MR. ANGELL. Yes, it r e f e r s  t o  M2 and M3. 

CHAIRMAN VOLCKER. It refers t o  b o t h  a t  annua l  r a t e s  of about  
7 t o  9 p e r c e n t .  

VICE CHAIRMAN CORRIGAN. 9 p e r c e n t  i s  a b o v e - ­

CHAIRMAN VOLCKER. Well. 7 p e r c e n t  i s  below. What t h e  s t a f f  
s a y s  i s  8 ,  8 - 1 1 2  p e r c e n t :  t h a t ' s  roughly  i n  t h e  middle  of 7 t o  9 
p e r c e n t .  We have t h i s  g r e a t  c h o i c e  of whether  w e  s a y  "abou t  8 
p e r c e n t "  o r  " 7  t o  9 p e r c e n t . "  The " 7  t o  9 p e r c e n t "  d o e s n ' t  b o t h e r  me 
g iven  t h e  behav io r  o f  t h e s e  t h i n g s  anyway. 

MR. PARRY. Isn't t h i s  t h e  same d i s c u s s i o n  a s  l a s t  t i m e ?  I 
t h i n k  it was 7 t o  9 p e r c e n t .  t h e  same numbers.  

CHAIRMAN VOLCKER. What we d i d  was encompass d i f f e r e n t  
numbers f o r  t h e  two.  I d o n ' t  c a r e :  e i t h e r  7 t o  9 p e r c e n t  o r  abou t  8 
p e r c e n t .  
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MR. ANGELL. 7 t o  9 .  

CHAIRMAN VOLCKER. I d e t e c t  no r e a l i s t i c  d i f f e r e n c e  between 
"abou t  8" and " 7  t o  9." T h i s  s a y s  "about  7 t o  9 "  and maybe t h a t  i s  a 
d i f f e r e n c e .  We have a nuance of d i f f e r e n c e .  

MR. JOHNSON. "About" goes w i t h  8 and n o t  w i t h  7 t o  9 .  

CHAIRMAN VOLCKER. Do we always s a y  "abou t "  even when we use  
a r ange?  

MR. ANGELL. You cou ld  t a k e  t h e  "abou t "  o u t ,  i f  you want t o  
be more s p e c i f i c .  We put  "abou t "  i n  t h e r e  f o r  f u z z i n e s s  a t  one  t i m e .  

V I C E  CHAIRMAN C O R R I G A N .  I d o n ' t  t h i n k  t h i s  i s  d e c i s i v e ,  b u t  
if you s a y  7 t o  9 p e r c e n t  f o r  t h e  b a l a n c e  of  t h e  y e a r ,  you a r e  s a y i n g  
t h a t  you a r e  p repa red  t o  t o l e r a t e  growth o u t s i d e  t h e  b o u n d a r i e s  f o r  
t h e  y e a r  f o r  b o t h  M2 and M3, though n o t  by a l o t .  If w e  had 9 p e r c e n t  
growth i n  M2 and M3 f o r  t h i s  p e r i o d ,  we would end u p  about  where "A"  
i s ,  and on t h e  c h a r t s  "A" i s  o u t s i d e  t h e  cone .  I t ' s  a t r i v i a l  amount. 

MR.  ANGELL. I f  we a r e  l o o k i n g  h e r e  a t  9 p e r c e n t ,  w i t h  about  
9 p e r c e n t  you a r e  go ing  t o  s t a y  on t h e r e .  

MR. J O H N S O N .  "B"  would s t a y  r i g h t  on t h e  cone .  

MR. ANGELL. But t h e  9 p e r c e n t  s t a y s  on t h e  cone 

MR. J O H N S O N .  T h a t ' s  what I a m  s a y i n g ,  9 p e r c e n t  would be  
" B . "  I t  would be moving r i g h t  a l o n g  t h a t  cone l i n e ,  s i n c e  we a r e  
r i g h t  on i t  now. 

MR. ANGELL. T h a t ' s  r i g h t .  And M2 i s  s l i g h t l y  under  i t .  

MR. KOHN. I t  d o e s n ' t  q u i t e  work t h a t  way because  of t h e  
compounding problems t h a t - -

MR. J O H N S O N .  I guess  you a r e  r i g h t .  

M R .  KOHN. I n  o t h e r  words ,  you need a s l i g h t l y  lower growth 
r a t e - - l i k e  t h e  8 o r  t h e  8 - 1 / 2  p e r c e n t - - t o  keep you moving a l o n g  9 
p e r c e n t  f r o m  l a s t  November's b a s e .  O f  c o u r s e ,  you a r e  t a l k i n g  about  
t e n t h s  o f  a p o i n t  h e r e .  

CHAIRMAN VOLCKER. I d o n ' t  u n d e r s t a n d  how t h e s e  l ines  
[ u n i n t e l l i g i b l e ]  . 

MR. J O H N S O N .  I assume t h a t  we a r e  on t h e  l i n e  and i f  we're 
on t h e  l i n e  and t h e  l i n e  s a y s  9 p e r c e n t - .  

MR. PRELL.  I t ' s  more on a l i n e a r  s c a l e  t h a n  a l o g  s c a l e .  I t  
wou ldn ' t  be  much i f  you d i d  it on a l o g  s c a l e .  

CHAIRMAN VOLCKER. T h a t ' s  because  i t ' s  n o t  l o g a r i t h m i c .  

MR. M O R R I S .  The d e v i a t i o n  i s  t r i v i a l .  
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MR. ANGELL. T h i s  i s  s p l i t t i n g  h a i r s  o v e r  something t h a t  we 
know n o t h i n g  a b o u t .  

CHAIRMAN VOLCKER. T h a t ' s  r i g h t .  I t h i n k  i t ' s  e i t h e r  "about  
8 p e r c e n t "  o r  " 7  t o  9 p e r c e n t . "  What a r e  t h e  p r e f e r e n c e s ?  Who 
p r e f e r s  7 t o  9 p e r c e n t ?  I coun t  9 .  I guess  we have a m a j o r i t y  f o r  7 
t o  9 p e r c e n t .  I am a l i t t l e  embarrassed by c o n t i n u i n g  t h i s  s e n t e n c e  
on M 1  abou t  t h i s  g r e a t  e x p e c t a t i o n  t h a t  d o e s n ' t  m a t e r i a l i z e .  

MR. R I C E .  Sooner o r  l a t e r  we w i l l  be r i g h t .  

CHAIRMAN VOLCKER. I d o n ' t  know what w e  can  do w i t h  it. I n  
t h e  i n t e r e s t  of  v a r i e t y  we might e x p r e s s  t h e  same s e n t i m e n t ,  b u t  do we 
have t o  e x p r e s s  it i n  e x a c t l y  t h e  same words? 

MR. ANGELL. Yes,  l e t ' s  s t a y  w i t h  it u n t i l  w e - ­

S P E A K E R ( ? ) .  We can  p u t  it lower  i n  t h e  

CHAIRMAN VOLCKER. A l l  r i g h t ,  w e ' l l  l e a v e  it t h e  same, a s  
embar ra s s ing  a s  it i s .  Now we g e t  t o  t h e  nuances .  Le t  me--

MR. J O H N S O N .  That  one s t i l l  l e a v e s  t h e  door  open. We can  
ooze i n  t h a t  way. 

CHAIRMAN VOLCKER. No we c a n ' t .  No, I wou ldn ' t  want t o  ooze 
i n  t h i s  l anguage .  If w e  wanted t o  make it a l i t t l e  more e x p l i c i t  I 
guess  w e  cou ld  s a y  someth ing  l i k e  " s l i g h t l y  g r e a t e r "  i n s t e a d  o f  
"somewhat g r e a t e r . "  We cou ld  say :  " S l i g h t l y  g r e a t e r  r e s e r v e  r e s t r a i n t  
would b e  a c c e p t a b l e  shou ld  t h e  a g g r e g a t e s  exceed e x p e c t a t i o n s
depending  upon t h e  s t r e n g t h  o f  t h e  b u s i n e s s  expans ion .  developments  i n  
f o r e i g n "  e t c . .  and "somewhat lesser r e s e r v e  r e s t r a i n t  might  be 
a c c e p t a b l e "  and s o  f o r t h  and s o  on .  

MR. M O R R I S .  I t h i n k  we need an a symmet r i ca l  s t a t e m e n t  t h i s  
t i m e .  

CHAIRMAN VOLCKER. I made it non-symmetr ica l  j u s t  by changing  
t h e  "would" 

MR. JOHNSON.  Changing t h e  "would" and p u t t i n g  "might . "  
CHAIRMAN VOLCKER. We have done t h a t  l o t s  of  t i m e s .  We can  

do it a l l  i n  one s e n t e n c e  which i s  what we have o f t e n  done .  But if we 
want t o  p u t  a l i t t l e  more emphasis  on t h e  a g g r e g a t e s ,  w e  cou ld  j u s t  
s a y  "somewhat g r e a t e r  r e s e r v e  r e s t r a i n t  would and somewhat l e s s e r  
r e s e r v e  r e s t r a i n t  might  be a c c e p t a b l e  depending  upon" j u s t  what you 
have h e r e .  

MR. J O H N S O N .  S p l i t  t h e  two o u t .  

CHAIRMAN VOLCKER. But t h a t  would p u t  them b o t h  i n  t h e  same 
s e n t e n c e .  I t r i e d  t o  make a l i t t l e  d i s t i n c t i o n  t h a t  t h e  a g g r e g a t e s
would t r i g g e r  t h i s  depending  upon t h e  o t h e r  t h i n g s .  We cou ld  s t i l l  
s a y  "depending on t h e  b e h a v i o r  of  t h e  a g g r e g a t e s .  t a k i n g  accoun t  o f  
t h e  s t r e n g t h  o f  t h e  b u s i n e s s  expans ion"  and s o  f o r t h .  T h a t ' s  our  
r a t h e r  t r a d i t i o n a l  way of do ing  i t .  
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MR. ANGELL. I would s u g g e s t  we add i n t e r n a t i o n a l  c r e d i t  and 
commodity m a r k e t s .  

CHAIRMAN VOLCKER. I d o n ' t  want t o  g e t  t o o  many t h i n g s  i n  
t h e r e .  

MR.  HELLER. What would w e  r e a l l y  do d i f f e r e n t l y  if 
i n t e r n a t i o n a l  c r e d i t  marke t s  would change u n l e s s  i t ' s  [ u n i n t e l l i g i b l e ]  
t o  t h e  exchange r a t e ?  

CHAIRMAN VOLCKER. I t h i n k  i n t e r n a t i o n a l  c r e d i t  marke t s  i s  
meant t o  be a code word f o r - -

MR. JOHNSON. If t h e  Germans lowered t h e i r  i n t e r e s t  r a t e - -

MR. ANGELL. O r  t h e  d o l l a r  d e p r e c i a t e s .  

CHAIRMAN VOLCKER. I t h o u g h t  it was. f r a n k l y ,  a r e f e r e n c e  t o  
t h e  i n t e r n a t i o n a l  d e b t  s i t u a t i o n .  L e t ' s  change "somewhat" t o  
" s l i g h t l y "  and s a y  "somewhat g r e a t e r  r e s e r v e  r e s t r a i n t  would be  
a c c e p t a b l e  o r  s l i g h t l y  l e s s e r  r e s e r v e  r e s t r a i n t  m i g h t " - - .  I guess  
" s l i g h t l y "  shou ld  go a f t e r  t h e  would,  t o o :  " s l i g h t l y  g r e a t e r  r e s e r v e  
r e s t r a i n t  would o r  s l i g h t l y  lesser r e s e r v e  r e s t r a i n t  might  be  
a c c e p t a b l e  depending  upon t h e  b e h a v i o r  o f  t h e  a g g r e g a t e s  and t a k i n g  
account  o f .  . . " 

MR. MELZER. "Taking account  o f "  p robab ly  does i t .  

CHAIRMAN VOLCKER. Your way w i t h o u t  t h e  "and" :  comma, " t a k i n g  
i n t o  accoun t  t h e  b e h a v i o r  of t h e  a g g r e g a t e s , "  e t c .  Is t h a t  a l l  r i g h t ?  

MR.  M O R R I S .  I q u e s t i o n ,  M r .  Chairman, how many peop le  would 
r e a l l y  want t o  s u p p o r t  t h e  c o n d i t i o n  o f  l e s s e r  r e s e r v e  r e s t r a i n t .  I 
d o n ' t  know: c o n c e i v a b l y  t h e r e  cou ld  be  c o n d i t i o n s  t h a t  would 
g e n e r a t e - .  

CHAIRMAN VOLCKER. Wel l ,  l e t  m e  a s k  t h e  q u e s t i o n  t h i s  way. I 
w i l l  g i v e  you t h e  most ex t reme t e s t  o f  t h a t .  T h i s  d o e s n ' t  rest  on 
a n y t h i n g  v e r y  d r a m a t i c  i n  t h e  economy. I n  t h i s  p e r i o d  o f  a few weeks.  
suppose  t h e  Germans and J a p a n e s e  s a y :  We w i l l  r educe  o u r  i n t e r e s t  
ra tes ,  b u t  you have  t o  r educe  your  d i s c o u n t  ra te  a g a i n  t o  h e l p  us 
a l o n g .  Think of it a s  good p o l i t i c a l l y ,  o r  f o r  some reason  o r  o t h e r .  
I d o n ' t  t h i n k  t h e y  w i l l  s a y  t h a t ,  b u t  suppose  t h e y  do. 

MR. ANGELL. Suppose t h e  J a p a n e s e  s t o c k  market  went down 
d r a m a t i c a l l y  and suppose  o i l  p r i c e s  s t a r t e d  head ing  lower d r a m a t i c a l l y
and w e  go t  some o t h e r  k ind  o f  movements t h e r e  and a pessimism 
p r e v a i l s - - i f  M 2  was growing a t  5-112 p e r c e n t  and M 1  was a t  6 p e r c e n t ,
I t h i n k  you might  want t o  have l e s s e r  r e s t r a i n t .  

MR. MORRIS. I would r a t h e r  l e a v e  i t  o u t  now and have t h e  
Chairman c a l l  a t e l e p h o n e  c o n f e r e n c e .  

CHAIRMAN VOLCKER. You can  make ex t reme as sumpt ions  abou t  t h e  
b u s i n e s s  s i t u a t i o n  which a r e  n o t  i n c o n c e i v a b l e ,  b u t  which I d o n ' t  
t h i n k  a r e  v e r y  l i k e l y  d u r i n g  t h i s  p a r t i c u l a r  p e r i o d .  I t h i n k  i t ' s  
more l i k e l y  t h a t  t h e  q u e s t i o n  I r a i s e d  cou ld  a r i s e ,  b u t  I d o n ' t  
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consider that very likely--don’tmisunderstand me. But suppose it did 

occur? 


VICE CHAIRMAN CORRIGAN. On the merits. the best outcome 

would be that they lowered their rates and we didn’t. 


CHAIRMAN VOLCKER. I have to question their [unintelligible]. 


VICE CHAIRMAN CORRIGAN. That would be where I would start: 

that’s for darn sure. 


MR. JOHNSON. I don’t think it’s likely that we would need to 

use the alternative for ease. It just doesn’t look like that 

alternative is going to materialize. But I certainly wouldn’t want to 

leave it out as a possibility: you never know. The “might“ and 

“would” nuance deals with it okay: I wouldn’t want to just leave it 

out completely. 


MR. ANGELL. I don’t think there is any reason to make it 

appear in the minutes [for this meeting] that we know what’s going to 

happen in this atmosphere. I think we ought to leave it balanced, but 

we can imagine in our minds what is likely on either of these or what 

might be. 


MR. RICE. I think we balanced it just right. 


MS. SEGER. Wasn’t it back in May that we put in the 

asymmetrical language? And when those minutes were reported some 

people in the media were saying that we almost tightened and they made 

a big thing of that. 


MR. JOHNSON. Well, I don’t mind giving signs that we didn’t 
like what we saw in the financial markets. I would like people to be 
able to l o o k  back and see that in the discussion. 

CHAIRMAN VOLCKER. Well, does Mr. Morris have any following

for leaving [the easing alternative] out entirely? 


MR. MELZER. I would support that. 


CHAIRMAN VOLCKER. You have a following but not [a majority].

I think we appear to be for an asymmetrical nuance. 


MR. GUFFEY. Mr. Chairman, I would like to raise a question 
on the other side--thatis, with regard to the language of 7 to 9 
percent on M2 and M3 and the importance of that language with regard 
to snugging up a bit or oozing up a bit. We are at the top of those 
ranges now and I guess I have an operational question as to how either 
you or the Desk would respond. What would you do if M2 and M3 started 
coming in at 9-112 or 10 percent and the economy was working along
without much problem? Would you then ooze up? Unless you saw some 
real strength in the economy, I would hope you wouldn’t ooze up until 
M2 and M3 burst out as Jerry Corrigan described it. 

CHAIRMAN VOLCKER. I think I just gave you my interpretation.

We are not talking about a great [unintelligible]: we are not talking

about one week or two weeks. We are talking about some sense that it 

is indeed running high and that if other things were proceeding as 
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e x p e c t e d - - i f  we d i d n ’ t  g e t  any weakening i n  t h e  economy, d i d n ’ t  g e t  
any s t r e n g t h e n i n g  r e a l l y  i n  t h e  exchange r a t e ,  t h e  o i l  p r i c e  was n o t  
go ing  down a n o t h e r  $ 3 - - y e s ,  we would ooze .  But i t ’ s  o n l y  an ooze .  

MR. GUFFEY. I t ’ s  n o t  t r i g g e r e d  of f  9 p e r c e n t :  i t ’ s  something 
h i g h e r  t h a n  9 p e r c e n t .  

CHAIRMAN VOLCKER. I t h i n k  it can  go h i g h e r  t h a n  9 p e r c e n t  by 
some f i g u r e  i n  one week o r ,  n e c e s s a r i l y ,  by one month’s  f i g u r e .  But 
if it was one month,  t h e  f a c t  t h a t  it was c o n t i n u i n g - - a s  b e s t  we can  
make t h e s e  a p p r a i s a l s - - a n d  t h e r e  weren ’ t  any s i g n s  of t a p e r i n g  o f f ,  
y e s ,  we would o o z e .  But i t ’ s  o n l y  an ooze a n d ,  g iven  a l l  t h o s e  o t h e r  
t h i n g s ,  i t ’ s  n o t  much of a q u i b b l e .  Do we have enough u n d e r s t a n d i n g  
of what we a r e  t a l k i n g  abou t  t o  v o t e  on t h i s ?  I t ’ s :  m a i n t a i n :  7 t o  9 
p e r c e n t :  s l i g h t l y  g r e a t e r  r e s e r v e  r e s t r a i n t  would and s l i g h t l y  l e s s e r  
r e s e r v e  r e s t r a i n t  might  be a c c e p t a b l e  depending  on t h e  behav io r  of t h e  
a g g r e g a t e s ,  t a k i n g  i n t o  accoun t  a l l  t h e s e  t h i n g s :  and 4 t o  8 p e r c e n t .  

MR. BERNARD. 
Chairman Volcker  Yes 
Vice Chairman Cor r igan  Yes 
Governor Angel1 Yes 
P r e s i d e n t  Guffey Yes 
Governor H e l l e r  Yes 
P r e s i d e n t  Horn Yes 
Governor Johnson Yes 
P r e s i d e n t  Melzer Yes 
P r e s i d e n t  Mor r i s  Yes 
Governor R ice  Yes 
Governor Seger  Yes 
Governor Wal l i ch  I ’ d  be a g a i n s t  i t .  I have 

t h i s  view o f  what we can  do b u t  it s h o u l d n ’ t  be i n  t h i s  c o n t e x t .  

CHAIRMAN VOLCKER. Okay, you want t o  t i g h t e n  a l i t t l e .  I 
guess  we a r e  f i n i s h e d .  

END OF MEETING 




